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Preface 


There is no reason why anyone cannot make a substantial amount of money 
in the financial markets^ fyut there are many reasons why many people will 
not. As with most^ehdeavors in life, the key to success is knowledge and 
action. This book has been written in an attempt to shed some light on the 
internal workings of the markets and to help expand the knowledge compo- 
nent, leaving the action to the patience, discipline, and objectivity of the indi- 
vidual investor. 

The mid- to late 1980s saw the expansion of investment and trading 
opportunities to a global in terms of both the cash and the futures 

markets. In the 1990s, innovations in the communications industry enabled 
anyone to plot data on an intraday basis for relatively little cost. Today, 
numerous charting sites have sprung up on the Internet, so virtually any- 
one now has the ability to practice technical analysis. As a consequence of 
the technological revolution, time horizons have been greatly shortened. I 
am not sure that this is a good thing because short-term trends experience 
more random noise than longer-term ones. This means that the technical 
indicators are not as effective. The fourtji edition of Technical Analysis 
Explained has been expanded and totally revised to keep abreast of many of 
these changes, and to include some technical innovations and evolvement 
in my own thinking since the publication of the third edition. 

Every chapter has been thoroughly reworked and expanded. In the inter- 
est of efficiency, some have been dropped and others substituted. 
Considerable attention continues to be focused on the U.S. equity market, 
but many of the marketplace examples feature international stock indexes, 
currencies, commodities, and precious metals. Special chapters also feature 
technical analysis of the credit markets and global equities. In most cases, 
the marketplace examples have been updated, but some older ones from 
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previous editions have been left in deliberately to give the book some his- 
toncal perspective. These historical examples also underscore the point that 
nothing has really changed in the last 100 years. The same true and tried 
principles are as relevant today as they always were. I have no doubt what- 
soever that this will continue to be so in the future. 

Thus, technical analysis could be applied in New York in 1850, in Tokyo 
in 1950, and in Moscow in 2150. This is true because price action in finan- 
cial markets is a reflection of human nature, and human nature remains 
more or less constant Technical principles can also be applied to any freely 
traded entity in any time frame. A trend reversal signal on a 5-minute bar 
chart is based on the same indicators as one on a monthly chart; only the 
significance is different. Shorter time frames reflect shorter trends and are 
therefore less significant. 

Several new chapters, have been added in this edition. One of the areas 
I become more impressed with the more I study it is the concept of one- 
and two-bar price reversals. They are also 'relevant for intraday and swing 
traders. Consequently, a brand new chapter on this subject has been intro- 
duced in this edition. In view of their growing popularity, candlesticks, pre- 
viously relegated to an Appendix, now receive full treatment. A third 
chapter has been added to the momentum section so that material on the 
Directional Movement System, the Chande Momentum Oscillator, the 
Relative Momentum Index, and the parabolic (not a true momentum indi- 
cator, but valuable nonetheless) could be included. In addition, the expan- 
sion of the momentum section has left room for some of my own new ideas 
concerning momentum interpretation, such as extreme swings, mega- 
overboughts and mega-oversolds, and so on. The volume section also 
includes an additional chapter so that indicators such as the Demand Index 
and Chaikin Money Flow could be covered. Greater emphasis is also placed 
on volume momentum. The concept of relative strength is a very important 
and underappreciated arm of technical analysis. It too has been upgraded 
to full chapter status. Finally, a new chapter on applying technical analysis 
to contrary opinion theory expands our coverage of the psychological 
aspects of trading and investing. 

Since the 1970s, the time horizon of virtually all market participants has 
shrunk considerably. As a result, technical analysis has become very popular 
for implementing short-term timing strategies. This use may lead to great dis- 
appointment: In my experience, there is a rough correlation between the 
reliability of the technical indicators and the time span being monitored. This 
is why most of the discussion here has been oriented toward intermediate 
and long-term trends. Even short-term traders with a 1- to 3-week time hori- 
zon need to have some understanding of the direction and maturity of the 
main or primary trend. This is because mistakes are usually made by taking 
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on positions that go against the direction of the main trend. If a whipsaw is 
going to develop, it will usually arise from a contratrend signal. 

To be successful, technical analysis should be regarded as the art of assess- 
ing the technical position of a particular security with the aid of several sci- 
entifically researched indicators. Although many of the mechanistic 
techniques described in this book offer reliable indications of changing mar- 
ket conditions, all suffer from the common characteristic that they can, and 
often do, fail to operate satisfactorily. This attribute presents no problem to 
the consciously disciplined investor or trader, since a good working knowl- 
edge of the principles underlying major price movements in financial mar- 
kets and a balanced view of the overall technical position offer a superior 
framework within which to operate. 

There is, after all, no substitute for independent thought The action of 
the technical indicators illustrates the underlying characteristics of any mar- 
ket, and it is up to the analyst to put the pieces of the jigsaw puzzle together 
and develop a working hypothesis. 

The task is by no means easy, as initial success can lead to overconfidence 
and arrogance. Charles H. Dow, the father of technical analysis, once wrote 
words to the effect that “Pride of opinion caused the downfall of more men 
on Wall Street than all the other opinions put together.” This is true 
because markets are essentially a reflection of people in action. Normally, 
such activity develops on a reasonably predictable path. Since people can 
—and do— change their minds, price trends in the market can deviate unex- 
pectedly from their anticipated course. To avoid serious trouble, investors, 
and especially traders, must adjust their attitudes as changes in the techni- 
cal position emerge. 

In addition to pecuniary rewards, a study of the market can also reveal 
much about human nature, both from observing otfier people in action and 
from the aspect of self-development As investors react to the constant strug- 
gle through which the market will undoubtedly put them, they will also learn 
a little about their own makeup. Washington Irving might well have been 
referring to this challenge of the markets when he wrote, “Little minds are ^ 

taxed and subdued by misfortune but great minds rise above it.” jj| 


Martin J. Pring 
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Introduction 


To investors willing to buy and hold common stocks for the long term, the 
stock market has offered excellent rewards over the years in terms of both 
dividend growth and capital appreciation. The market is even more chal- 
lenging, fulfilling, and rewarding to resourceful investors willing to learn 
the art of market timing through a study of technical analysis. 

The advantages of this approach over the buy-and-hold approach ^vver^^ 
particularly marked between 1966 and 1982. The market made no headway 
at all, as measured by the Dow Jones Industrial Average (DJIA), in the 16 
years between 1966 and 1982. Yet there were some substantial price fluctu- 
ations. Although the DJIA failed to record a net advance between 1966 and 
1982, the period included five major advances totaling over 1500 Dow 
points. The potential rewards of market timing were therefore significant 

A long-term investor fortunate enough to sell at the five tops in 1966, 
1968, 1973, 1979, and 1981 and to reinvest the money at the troughs of 1966, 
1970, 1974, 1980, and 1982 would have seen the total investment (exclud- 
ing transactions costs and capital gains tax) grow from a theoretical $1000 
(that is, $1 for every Dow point) in 1966 to over $10,000 by October 1983. 
In contrast, an investor following a buy-and-hold approach would have real- 
ized a mere $250 gain over the same period. Even during the spectacular 
rise that began in August 1982, technical analysis would have proved use- 
ful, since that period witnessed a considerable variation in performance 
between different industry groups. 

A bull market, such as the one that occurred in the 1980s and 1990s, is a 
once-in-a-generation affair. In fact, it was a record in 200 years of recorded 
U.S. stock market history. This implies that the opening decade of the 
twenty-first century will be a more difficult and challenging period, and that 
market timing will prove to be of crucial importance. 
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In practice, of coarse, it is impossible to buy and sell consistently at exact 
turning points, but the enormous potential of this approach still leaves 
plenty of room for error, even when commission costs and taxes are included 
m the calculation. The rewards for identifying major market junctures and 
taking the appropriate action can be substantial. 

Originally, technical analysis was applied principally in the equity market 
but its popularity has gradually expanded to embrace commodities, debt 
instruments, currencies, and other international markets. In the days of the 
old market, participants had a fairly long time horizon, stretching over 
months or years. There have always been short-term traders and scalpers, 
but the technological revolution in communications has shortened the time* 
horizon of just about everyone involved in markets. When holding periods 
are lengthy, it is possible to indulge in the luxury of fundamental analysis, 
ut when time is short, timing is everything. In such an environment, tech- 
nical analysis really comes into its own. 

To be successful, the technical approach involves taking a position con- 
trary to the expectations of the crowd. This requires the patience, objectiv- 
ity, and discipline to acquire a financial asset at a time of depression and 
gloom^and liquidate it in an environment of euphoria and excessive opti- 
mism. The level of pessimism or optimism will depend on the turning point 
bhort-term peaks and troughs are associated with more moderate extremes 
in senument than longer-term ones. The aim of this book is to explain the 
technical characteristics to be expected at all of these market turning 
points, particularly major ones, and to help to assess them objectively. 


Technical Analysis Defined 

During the course of the book when it is time to emphasize a specific but 
important point, it will be highlighted in the following way: 



he technical approach to investment is essentially a reflection of the idea 
that prices move in trends that are determined by the changing attitudes of 
investors toward a variety of economic, monetary, political, and psycholog- 
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ical Forces* The an of technical analysis, for it is an art, is to identify a trend 
reversal at a relatively early stage and ride on that trend until the weight of the evi- 
dence shows or proves that the trend has reverted. The evidence in this case is 
represented by the numerous scientifically derived indicators described in 
this book* 

Human nature remains more or less constant and tends to react to sim- 
ilar situations in consistent ways. By studying the nature of previous market 
turning points, it is possible to develop some characteristics that can help 
to identify market tops and bottoms. Therefore, technical analysis is based on 
the assumption that people wiU continue to make the same mistakes they have made 
in the past Human relationships are extremely complex and never repeat 
in identical combinations. The markets, which are a reflection of people in 
action, never duplicate their performance exactly, but the recurrence of sim- 
ilar characteristics is sufficient to enable technicians to identify juncture 
points. Since no single indicator has signaled, or indeed could signal, every 
top or bottom, technical analysts have developed an arsenal of tools to help 
isolate these points. 


Three Branches of 
Technical Analysis 

Technical analysis can be broken down into three essential areas: sentiment, 
flow-of-funds, and market structure indicators. Data and indicators for all 
three areas are available for the U.S. stock market For other financial mar- 
kets, the statistics are more or less confined to the market structure indica- 
tors. The major exceptions are futures markets based in the United States, 
for which short-term senument data are available. The following comments 
on sentiment and flow-of-funds indicators relate to the U.S* stock market 


Sentiment Indicators 

Sentiment or expectational indicators monitor the actions of different mar- 
ket participants, such as insiders, mutual funds managers and investors, and 
floor specialists. Just as the pendulum of a clock continually moves from one 
extreme to another, so the sentiment indexes (which monitor the emotions 
of investors) move from one extreme at a bear market bottom to another 
at a bull market top. The assumption on which these indicators are based 
is that different groups of investors are consistent in their actions at major 
market turning points. For example, insiders (that is, key employees or 
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major stockholders of a company) and New York Stock Exchange (NYSE) 
members as a group have a tendency to be correct at market turning points; 
in aggregate, their transactions are on the buy side toward market bottoms 
and on the sell side toward tops. 

Conversely, advisory services as a group are often wrong at market turn- 
ing points, since they consistently become bullish at market tops and bear- 
ish at market troughs. Indexes derived from such data show that certain 
readings have historically corresponded to market tops, while others have 
been associated with market bottoms. Since the consensus or majority opin- 
ion is normally wrong at market turning points, these indicators of market 
psychology are a useful basis from which to form a contrary opinion. 


FIow-of-Funds Indicators 

The area of technical analysis that involves what are loosely termed flow-of- 
funds indicators analyzes the financial position of various investor groups in 
an attempt to measure their potential capacity for buying or selling stocks. 
Since there has to be a purchase for each sale, the ex post , or actual dollar 
balance between supply and demand for stock, must always be equal. The 
price at which a stock transaction takes place has to be the same for the buyer 
and the seller, so naturally the amount of money flowing out of the market 
must equal that put in. The flow-of-funds approach is therefore concerned 
with the before-the-fact balance between supply and demand, known as the 
ex ante relationship . If at a given price there is a preponderance of buyers over 
sellers on an ex ante basis, it follows that the actual (ex post) price will have 
to rise to bring buyers and sellers into balance. 

Flow-of-funds analysis is concerned, for example, with trends in mutual 
fund cash positions and those of other major institutions, such as pension 
funds, insurance companies, foreign investors, bank trust accounts, and cus- 
tomers’ free balances, which are normally a source of cash on the buy side. 
On the supply side, flow-of-funds analysis is concerned with new equity offer- 
ings, secondary offerings, and margin debt. 

This money flow analysis also suffers from disadvantages. Although the 
data measure the availability of money for the stock market (for example, 
mutual fund cash position or pension fund cash flow), they give no indica- 
tion of the inclination of market participants to use this money for the pur- 
chase of stocks, or of their elasticity or willingness to sell at a given price on 
the sell side. The data for the major institutions and foreign investors are 
not sufficiently detailed to be of much use, and in addition they are reported 
well after the fact. In spite of these drawbacks, flow-of-funds statistics may 
be used as background material. 
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A superior approach to flow-of-funds analysis is derived from an exami- 
nation of liquidity trends in the banking system, which measures financial 
pressure not only on the stock market, but on the economy as well. 


Market Structure Indicators 

This area of technical analysis is the main concern of this book, embracing 
market structure or the character of the market indicators. .These indicators mon- 
itor the trend of various price indexes, marke^breaifdi , cycles, volume, and 
so on in order to evaluate the health of the prevailing trend. 

Indicators that monitor the trend of a price include moving averages, 
peak-and-trough analysis, price patterns, and trendlines. Such techniques 
can also be applied to the sentiment and flow-of-funds indicators discussed 
previously. This is because these indicators also move in trends. When the 
trend of psychology, as reflected in these series, reverses, prices are also likely 
to change direction. 

Most of the time, price and internal measures, such as market breadth, 
momentum, and volume, rise and fall together, but toward the end of mar- 
ket movements, the paths of many of these indicators diverge from the 
price. Such divergences offer signs of technical deterioration during 
advances, and technical strength following declines. Through judicious 
observation of these signs of latent strength and weakness, technically ori- 
ented investors are alerted to the possibility of a reversal in the trend of 
the market itself. 

Since the technical approach is based on the theory that the price is a 
reflection of mass psychology, or the crowd in action, it attempts to forecast 
future price movements on the assumption that crowd psychology moves 
between panic, fear, and pessimism on one hand and confidence, excessive 
optimism, and greed on the other. As discussed here, the art of technical 
analysis is concerned with identifying these changes at an early phase, since 
these swings in emotion take time to accomplish. Studying these market 
trends enables technically oriented investors and traders to buy or sell with 
a degree of confidence in the principle that once a trend is set in motion, 
it will perpetuate itself. 


Classification of Price Movements 

Price movements may be classed as primary, intermediate, and short term. 
Major movements, sometimes called primary or cyclical , typically work 
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J ^themselves out in a period of 1 to 3 years and are a reflection of investors’ 
, ^ /attitudes toward the business cycle. Intermediate movements usually develop 
^ . over a period of 6 weeks to as many months, sometimes longer. Although 
'J not of prime importance, they are nevertheless useful to identify. It is dearly 
important to distinguish between an intermediate reaction in a bull market 
and the first downleg of a bear market, for example. Short-term movements, 
which last less than 3 or 4 weeks, tend to be random in nature. Secular or 
very long term trends embracing several primary trend movements and 
intraday trends lasting a few minutes to a few hours round out the possi- 
bilities for price movements. 


Discounting Mechanism 
of the Market 

AU price movements have one thing in common: They an a reflection of the trend 
in the hopes, fears, knowledge, optimism, and greed of market participants. The sum 
total of these emotions is expressed in the price level, which is, as Garfield 
Drew noted, “never what they [stocks] are worth, but what people think they 
are worth." 1 

This process of market evaluation was well expressed by an editorial in 
The Wall Street Journal : a 

The stock market consists of everyone who is “in the market" buy- 
ing or selling shares at a given moment, plus everyone who is not 
in the market," but might be if conditions were right In this sense, 
the stock market is potentially everyone with any personal savings. 

It is this broad base of participation and potential participation 
that gives the market its strength as an economic indicator and as 
an allocator of scarce capital. Movements in and out of a stock, or 
in and out of the market, are made on the margin as each investor 
digests new information. This allows the market to incorporate all 
available information in a wav that no one person could hope to. 
Since its judgments are the consensus of nearly everyone, it tends 
to outperform any single person or group [The market] mea~ 


i^ rF Tw d iPr erW ' Methods for Pmfu in the Stock Market, Metcalfe Press, Boston 1968, p, 18. 

r * ° CL WW. Reprinted by permission of the Walt Street Journal 

Copynght Dow Jones 8c Co„ Inc. 1977. All rights reserved. 
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sures the after-tax profits of all the companies whose shares are 
listed in the market, and it measures these cumulative profits so far 
into the future one might as well say the horizon is infinite. This 
cumulative mass of after-tax profits is then, as the economists will 
say, “discounted back to present value” by the market. A man does 
the same thing when he pays more for one razor blade than 
another, figuring he'll get more or easier shaves in the future with 
the higher-priced one, and figuring its present value on that basis. 

This future flow of earnings will ultimately be affected by busi- 
ness conditions everywhere on earth. Little bits of information are 
constantly flowing into the market from around the world as well 
as throughout the United States, and the market is much more 
efficient in reflecting these bits of news than are government sta- 
tisticians. The market relates this information to how much 
American business can earn in the future. Roughly speaking, the 
general level of the market is the present value of the capital stock 
of the U.S. 
cj* 

This implies that investors and traders are looking ahead and taking 
action so that they can liquidate at a higher price when the anticipated news 
or development actually takes place. If expectations concerning the devel- 
opment are better or worse than originally thought, then investors sell either 
sooner or later through the market mechanism, depending on the partic- 
ular circumstances. Thus, the familiar maxim sell on good news applies on 
when the good news is right on or below the market's (that is, the investors’) 
expectations. If the news is good, but not as favorable as expected, a quick 
reassessment will take place, and the market (other things being equal) will 
Falk If the news is better than anticipated, the possibilities are obviously more 
favorable. The reverse jvill, of course, be true in a declining market This 
process explains the*paradox of equity markets peaking when economic con- 
ditions are strong, and forming a bottom when the outlook is most gloomy. 1 
The principle of discounting is not confined to equities alone, but can be { 
applied to any freely traded entity 
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The reaction of any market to news events can be most instructive because 
if the market, as reflected by price, ignores supfpmedly bullish news and sells 
off, it is certain that the event was well discounted, that is, already built into 
the price mechanism, and the reaction should therefore be viewed bearishly. 
If a market reacts mor^ favorably to bad news than might be expected, this 
in turn should be interpreted as a positive sign. There is a good deal of wis- 
dom in the saying, “A bear argument known is a bear argument understood." 


The Financial Markets 
and the Business Cycle 


The major movements in bond, stock, and commodity prices are caused by 
long-term trends in the emotions of the investing public. These emotions 
reflect the anticipated level and growth rate of future economic activity, and 
the attitude of investors toward that activity. 

For example, there is a definite link between primary movements in the 
stock market and cyclical movements in the economy because trends in cor- 
porate profitability are an integral part of the business cycle. If basic eco- 
nomic forces alone influence the stock market, the task of determining the 
changes in primary movements would be relatively simple. In practice, it is 
not, and this is due to several factors. 


First, changes in the. direction of the economy can take some time to mate- 
rialize. As the cycle unfolds; other psychological considerations, such as 
political developments or purely internal factors like a speculative buying 
wave or selling pressure from margin calls, can affect the equity market and 
result in misleading rallies and reactions of 5 to 10 percent or more. 

Second, changes in the market usually precede changes in the economy 
by 6 to 9 months, but the lead time can sometimes be far shorter or longer. 
In 1921 and 1929, the economy turned before the market did. 

Third, even when an economic recovery is in the middle of its cycle 
doubts about its durability often arise. When these doubts coiri&d<wdh 
political or other adverse developments, sharp and confusing counter- 
cyclical price movements usually develop. 

Fourth, profits may increase, but investors’ attitudes toward those profits 
may change. For example, in the spring of 1946 the DJIA stood at 22 times 
the price/eamings ratio. By 1948, the comparable ratio was 9.5 when mea- 
sured against 1947 earnings. In this period, profits had almost doubled and 
pnce/eamings ratios had fallen, but stock prices were lower. 

Changes in bond and commodity prices are linked much more directly 
to economic activity than are stock market prices, but even here, psycho- 
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logical influences on price are veiy important Currencies do not fit well into 
business cycle analysis. Although data reported several months after the fact 
are very good at explaining currency movements, technical analysis has been 
most useful for timely forecasts and the identification of emerging trends. 


Technical Analysis and 
Trend Determination 

' ^ Since technical analysis involves a study of the action of markets, it is not 
J concerned with the difficult and subjective tasks of forecasting trends in the 
economy, or assessing the attitudes of investors toward those changes. 
Technical analysis tries to identify turning points in the market’s assessment 
of these factors. 

Since technical analysis can be applied successfully to any freely traded 
entity such as stocks, market averages, commodities, bonds, onTenc^i and 
so on, I will frequently use the term security as a generic onSTembracing all 
of these entities, tfiefeby avoiding unnecessary repetition. 

The approach taken here differs from that found in standard presenta- 
tions of technical analysis. The various techniques used to determine trends 
and identify their reversals will be examined in Part I, “Trend-Determining 
Techniques,** which deals with price patterns, trendlines, moving averages 
(MAs), momentum, and so on. 

Part II, “Market Structure," is principally concerned with analysis of the 
U.S. equity market, although examples using other securities are included 
to demonstrate that {he principles are universally applicable. All that is 
required are the ^propriate data. This section offers a more detailed expla- 
nation of the various indicators and indexes. It also shows how they can be 
combined to build a framework for determining the quality of the internal 
structure of the market, A study of market character is a cornerstone of tech- 
nical analysis, since reversals of price trends in the major averages are almost 
always preceded by latent strength or weakness in the market structure. Just 
as a careful driver does not judge the performance of a car from the 
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speedometer alone, so technical analysis looks further than the price trends 
of the popular averages. Trends of investor confidence are responsible for 
price movements, and this emotional aspect is examined from four view- 
points or dimensions, namely, price, time, volume, and breadth. 

Changes in prices reflect changes in investor attitude, and price, the first 
dimension, indicates the level of that change. 

Time, the second dimension, measures the recurrence and length of cycles 
in investor psychology. Changes in confidence go through distinct cycles, 
some long and some short, as investors swing from excesses of optimism 
toward deep pessimism. The degree of price movement in the market is usu- 
ally a function of the time element. The longer it takes for investors to move 
from a bullish to a bearish extreme, the greater the ensuing price change 
is likely to be. The examples in the two chapters on time relate mainl y to 
the U.S. stock market, but much of this material is equally valid for com- 
modities, bonds, or currencies. 

Volume, the third dimension, reflects the intensity of changes in investor 
attitudes. For example, the level of enthusiasm implied by a price rise on 
low volume is not nearly as strong as that implied by a similar price advance 
accompanied by very high volume. 

The fourth dimension, breadth, measures the extent of the emotion. This 
is important because as long as stocks are advancing on a broad front, the 
trend in favorable emotion is dispersed among most stocks and industries, 
indicating a healthy and broad economic recovery and a widely favorable 
attitude toward stocks in particular. On the other hand, when interest has 
narrowed to a few blue-chip stocks, the quality of the trend has deteriorated 
and a continuation of the bull market is highly suspect. 

Technical analysis measures these psychological dimensions in a number 
of ways. Most indicators monitor two or more aspects simultaneously; for 
instance, a simple price chart measures both price (on the vertical axis) and 

hme (on the horizontal axis). Similarly, an advance/decline line measures 
breadth and time. 

Part III, “Other Aspects of Market Behavior,” deals with more specialized 
aspects. These include interest rates and the stock market, sentiment, auto- 
mated trading systems, individual stock selection, and technical analysis as 
applied to global markets. 


Conclusion 

Financial markets move in trends caused by the changing attitudes and 
expectations of investors with regard to the business cycle. Since investors 
continue to repeat the same type of behavior from cycle to cycle, an under- 


The Market Cycle Model 

standing of the historical relationships between certain price averages and 
market indicators can be used to identify turning points. No single indica- 
tor can ever be expected to signal all trend reversals, so it is essential to use 
a number of them together to build up a consensus. 

This approach is by no means infallible, but a careful, patient, and objec- 
tive use of the principles of technical analysis can put the odds of success 
very much in favor of the investor or trader who incorporates these princi- 
ples into an overall strategy. 
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The Market 
Cycle Model 

In the Introduction, technical analysis was defined as the art of identifying 
a trend reversal at a relatively early stage and riding on that trend until the 
weight of the evidence shows or proves that the trend has reversed. In order 
to identify a reversal, we must first know what a trend is. This chapter 
explains and categorizes the various trends, and concludes with a discussion 
of one of the basic trend-determining techniques, peak-and-trough pro- 
gression. It is one of the simplest, and perhaps the most effective, trend-iden- 
tification techniques used in technical analysis and forms a building block 
for many of the other techniques discussed later. 


Three Important Trends 

A trend is a time measurement of the direction in price levels covering dif- 
ferent time spans. There are many trends, but the three that are most widely 
followed are primary, intermediate, and short term. 

Primary 

The primary trend generally lasts between 9 months and 2 years and is a 
reflection of investors’ attitudes toward unfolding fundamentals in the busi- 
ness cycle. The business cycle extends statistically from trough to trough for 
approximately 3.6 years, so it follows that rising and falling primary trends 
(bull and bear markets) last for 1 to 2 years. Since building up takes longer 
than tearing down, bull markets generally last longer than bear markets. 
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The primary trend cycle is operative for bonds, equities, and commodi- 
ties. Primary trends also apply to currencies, but since currencies reflect 
investors attitudes toward the interrelationship of two different economies, 
an analysis of currency relationships does not fit neatly into the business 
cycle approach discussed in Chapter 2. 

The primary trend is illustrated in Fig. 1-1 by the thickest line. In an ide- 
alized situation, the primary uptrend (bull market) is the same size as the 
primary downtrend (bear market), but in reality, of cource, their magnitudes 
are different Because it is very important to position both (short-term) 
trades and (long-term) investments in the direction of the main trend, a sig- 
nificant part of this book is concerned with identifying reversals in the ori- 
mary trend* r 


Intermediate 

Anyone who has looked at a price chan will notice that prices do not move 
in a straight line. A primary upswing is interrupted by several reactions along 
the way. These countercyclical trends within the confines of a primary bull 
market are known as intermediate price movements. They last anywhere from 
wee s to as Jong as 9 months, sometimes even longer, but rarely shorter 
Intermediate-term trends of the stock market are examined in greater 
detail in Chapter 4, and are shown as a thin solid line in Fig. 1-1. 



Ra ure T-l The market cycle model 

Adapted from an idea first brought to my attention by Ian S. Motley of Yelton Fiscal, Ridgefield, 
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It is important to have an idea of the direction and maturity of the pri- 
mary trend, but an analysis of intermediate trends is also helpful for improv- 
ing success rates in trading, as well as for determining when the primary 
movement may have run its course. 


Short Term 

Short-term trends typically last from 2 to 4 weeks, sometimes shorter and 
sometimes longer. They interrupt the course of the intermediate cycle, just 
as the intermediate-term trend interrupts primary price movements* Short- 
term trends are shown in the market cycle model (see Fig. 1-1 ) as a dotted 
line* They are usually influenced by random news events and are far more 
difficult to identify than their intermediate or primary counterparts* 


The Market Cycle Model 

It is apparent by now that the price level of any market is influenced simul- 
taneously by several different trends, and it is important to understand which 
type is being monitored. For example, if a reversal in a short-term trend has 
just taken place, a much smaller price movement may be expected than if 
the primary trend had reversed* 

Long-term investors are principally concerned with the direction of the 
primary trend, and thus it is important for them to have some perspective 
on the maturity of the prevailing bull or bear market. However, long-term 
investors must also be aware of intermediate term and , to a lesser extent t short-term 
trends. This is because an important step in the analysis is an examination 
and understanding of the relationship between short- and intermediate- 
term trends, and how they affect the primary trend. Also, if it is concluded 
that the long-term trend has just reversed to the upside, it may pay to wait 
before committing capital because the short-term trend is overextended on 
the upside* A lack of knowledge of the short-term trend's position by an 
investor could therefore prove costly at the margin* 

Short-term traders are principally concerned with smaller movements in 
price, but they also need to know the direction of the intermediate and primary 
trends. This is because surprises occur on the upside in a bull market and 


y r ■ . 

* Major Technical Principle As a general rule, the longer the time 
span of the trend, the easier it is to identify reversal. 




18 


Part I: Trend-Determining Techniques 


on the downside in a bear market In other words, rising short-term trends 
within the confines of a bull market are likely to be much greater in mag- 
nitude than short-term downtrends and vice versa. A trading loss usually hap- 
pens because the trader is positioned in a countercyclical position against 
the main trend. In effect, all market participants need to have some kind of work- 
ing knowledge of all three trends, although the emphasis will depend on 
whether their orientation comes from an investment or a short-term trad- 
ing perspective. 


Intraday Trends 

In recent years, computers and real-time trading have enabled traders to 
identify hourly and even tick-by-tick movements. The principles of technical 
analysis apply equally to these very short-term movements and are just as valid. There 
are two main differences. First, reversals in the intraday charts have only a 
very short term implication and are not significant for longer-term price 
reversals. Second, extremely short-term price movements are much more 
influenced by psychology and instant reactions to news events than are 
longer-term ones. Decisions therefore have a tendency to be emotional, 
knee-jerk reactions. Intraday price action is also more susceptible to manip- 
ulation. As a consequence, price data used in very short-term charts are 
much more erratic and generally less reliable than those that appear in the 
longer-term charts. 


The Secular Trend 

The primary trend consists of several intermediate cycles, but the secular, 
or very long-term, trend is constructed from a number of primary trends! 
This super cycle, or long wave, extends over a substantially greater period 
usually lasting well over 10 years, and often as long as 25 years. It is discussed 
more fully in Chapter 2. A diagram of the interrelationship between a sec- 
ular and a primary trend is shown in Fig. 1-2. 

It is certainly very helpful to understand the direction of the secular trend. 
Just as the primary trend influences the magnitude of the intermediate-term 
rally relative to the countercyclical reaction, so the secular trend influences 
the magnitude and duration of a primary trend rally or reaction. For exam- 
ple, in a rising secular trend, primary bull markets will be of greater mag- 
nitude than primary bear markets. In a secular downtrend, bear markets will 
be more powerful and will take longer to unfold than bull markets. 
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See trior upirend Secular downtrend 



Bull markets are longer in Beor morkets ore longer In 

secular up phase seculor down phose 


Figure 1-2 The relationship between the secular and primary trends. 


Peak-and-Trough Progression 

Technical analysis, as pointed out before, is the art of identifying a (price) 
trend reversal based on the weight of the evidence. As in a court of law, a 
trend is presumed innocent until proven guilty. The evidence is the objec- 
tive element in technical analysis. It consists of a series of scientifically 
derived indicators or techniques that work well mosLof the time in the trend- 
identification process. The art consists of combining these indicators into 
an overall picture and recognizing when that picture resembles a market 
peak or trough. 

Widespread use of computers has led to the development of some very 
sophisticated trend-identification techniques in market analysis. Some of 
these indicators work reasonably well, but most do not The continual search 
for the “Holy Grail," or perfect indicator, will undoubtedly continue, but it 
is unlikely that such a technique will ever be discovered. Even if it were, news 
of its discovery would soon be disseminated and the indicator would grad- 
ually be discounted. 

In the quest for sophisticated mathematical techniques, some of the sim- 
plest and most basic techniques of technical analysis are often overlooked. 
One simple, but basic technique that has been underused is peak-and- 
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trough progression (see Chart 1-1 ) p which relates to Charles Dow’s original 
observation that a rising market moves in a series of waves, each rally and 
reaction being higher than its predecessor When the series of rising peaks 
and troughs is interrupted, a trend reversal is signaled. To explain this 
approach, Dow used an analogy with the ripple effect of waves on a seashore. 
He pointed out that just as it was possible for someone on the beach to iden- 
tify the turning of the tide by a reversal of receding wave action at low tide, 
so the same objective could be achieved in the market by observing the price 
action. 

In Fig. 1-3, the price has been advancing in a series of waves, with each 
peak and trough reaching higher than its predecessors. Then, for the first 
time, a rally fails to move to a new high, and the subsequent reaction pushes 
it below the previous trough. This occurs at point X and gives a signal that 
the trend has reversed. Figure 1-4 shows a similar situation, but this time 
the trend reversal is from a downtrend to an uptrend. 

The idea of the interruption of a series of peaks and troughs is the basic 
building block for both Dow theory (see Chapter 3) and price pattern analy- 
sis (see Chapter 5). 


Chart 1-1 Moody’s AAA bond yields and peak-and-trough analysis. The solid line above the 
yield corresponds to the primary bull and bear markets. The series of rising cyclical peaks and 
troughs extended from the end of World War Q until 1981. This was a long period, even by 
secular standards. In 1981 the yield peaked and a new, downward secular trend began. 
Confirmation was given in 1985 as the series of rising peaks and troughs was reversed. The 
signal simply Indicated a change in trend, but gave no indication as to magnitude. (From 
Intermarket Reufeui.) 
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rallies and reactions, the of short-term (2- to 3-week) 


intermediate price movements 


of falling intermediate 


fluctuations. Similarly, the interruption of a sene „ 
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a primary bull market. 
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A Peak-and-Trough Dilemma 

Occasionally, peak-and-trough progression becomes more complicated than 
the examples shown in Figs. 1-3 and 1-4. In Fig. 1-5 (a), the market has been 
advancing in a senes of rising peaks and troughs, but following the highest 
peak, the price declines at point X to a level that is below the previous low. 
At this juncture, the series of rising troughs has been broken, but not the 
senes of nsing peaks. In other words, at point X, only half a signal has been 
generated. The complete signal of a reversal of both rising peaks and 
troughs arises at point Y, when the price slips below the level previously 
reached at point X 1 

At point X, there is quite a dilemma because the trend should still be das* 
sified as positive, and yet the very fact that the series of rising troughs has 
been interrupted indicates underlying technical weakness. On the one 
hand, we are presented with half a bearish signal, while on the other hand, 
waning for point Y would mean giving up a substantial amount of the prof- 
its earned during the bull market. 




Figure 1-5 Half-signal reversals. 
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The dilemma is probably best dealt with by referring back to the second 
half of die definition of technical analysis given at the beginning of this 
chapter, “and riding that trend until the weight of the evidence shows or proves 
that it has been reversed * 

in this case, if the “weight of the evidence" from other technical indica- 
tors, such as moving averages (MAs) , volume, momentum, and breadth (dis- 
cussed in later chapters) , overwhelmingly indicates a trend reversal, it is 
probably safe to anticipate a change in trend, even though peak-and-trough 
progression has not completely confirmed the situation. It is still a wise pol- 
icy, though, to view this signal with some degree of skepticism until the rever- 
sed is confirmed by an interruption in both series of rising peaks as well as 
troughs. 

Figure 1-5 (6) shows this type of situation for a reversal from a bear to bull 
trend. The same principles of interpretation apply at point X, as in Fig. 
1-5 (a) . Occasionally, the determination of what constitutes a rally or reac- 
tion becomes a subjective process. One way around this problem is to choose 
an objective measure such as categorizing rallies greater than, say, 5 percent 
This can be a tedious process, but some software programs (such as 
MetaStock with its zigzag tool) enable the user to establish such benchmarks 
almost instantly in a graphic format 


What Constitutes a Legitimate 
Peak and Trough? 

Most of the time, the various rallies and reactions are self-evident so i*- is 
easy to determine that these turning points are legitimate peaks and troughs. 
Technical lore has it that a reaction to the prevailing trend should retrace 
one-third to two-thirds of the previous move. Thus, in Fig. 1-6 the first rally 
from the trough low to the subsequent peak U 100 percent. The ensuing 
reaction appears to be just over a half or a 50 percent retracement of the 
previous move. Occasionally, the retracement can reach 100 percent. 
Technical analysis is far from precise, but if a retracement move is a good 
deal less than the minimum one-third, then the peak or trough in question 
is held to be suspect. 

You can appreciate that a line is a fairly controlled period of profit tak- 
ing or digestion of losses. The depth of the trading range can fall short of 
the minimum “approximate one-third retracement” requirement and, in 
such instances, the correction qualifies more on the basis of time than mag- 
nitude. A rule of thumb might be for the correction to last at least one-third 
to two-thirds of the time taken to achieve the previous advance or decline. 
In Fig. 1-7 the time distance between the low and the high for the move 
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represents 100 percent. The consolidation prior lo the breakout should con- 
stitute at least one-third to twothirds of the time taken to achieve the 
advance, ample time to consolidate gains, and move on to a new high. It’s 
possible for the consolidation to constitute more than 100 percent of the 
preceding price movement In fact, the larger the consolidation, the greater 
the husde between buyers and sellers and the more significant the upper 
and lower boundaries become. 




Figure 1-7 Identifying peaks and houghs (time). 
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These are only rough guidelines, and in the Final analysis it is a judgment 
call based on experience, common sense* a bit of intuition, and, perhaps 
most important of all, a review of other factors such as volume, support, resis- 
tance principles, and so on. We have mainly been studying these concepts 
in a rising trend. However, the principles work exactly the same in a declin- 
ing trend in that rallies should retrace one-third to two-thirds of the previ- 
ous decline. Also, lines or consolidations should take at least one-third of 
the duration of the previous decline. 

It is also important to categorize which kind of trend is being monitored. 
Obviously, a reversal derived from a series of rallies and reactions each last- 
ing, say, 2 to 3 weeks would be an intermediate reversal. This is because the 
swings would be short term in nature. On the other hand, peak-and-trough 
reversals that develop in intraday charts are likely to have significance over 
a much shorter period. How short would depend on whether the swings 
were a reflection of hourly or, say, 5-minute bars. 


Summary 

* A number of different trends simultaneously influence the price level of 
any security. 

* The three most important trends are primary, intermediate, and short 
term. 

* The principles of technical analysis apply to intraday trends, but since they 
are more random in nature, the analysis is generally less reliable than for 
longer-term trends, 

* Very long term, or secular, trends influence the magnitude of primary bull 
and bear trends. 

* Peak-and-trough progression is the most basic trend-identification tech- 
nique and is a basic building block of technical analysis. 

* As a general rule, in order to qualify as a new legitimate peak or trough, 
the price should retrace between one-third and two-thirds of the previ- 
ous move. 

* Lines or consolidations also qualify as peaks and troughs where they form 
between one-third and two-thirds of the time taken to produce the pre- 
vious advance or decline. 
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2 

Financial 
Markets and the 
Business Cycle 


Introduction 


Int iTnnH t A * ,S technical a PProach, but it is also impor- 
tant to understomd that pnmary trends of stocks, bonds, and commodities 

re determined by the attitude of investors toward unfolding events in the 
usiness cycle. Each market has a tendency to peak and trough at different 
points during the business cycle in a consistent, chronological manner An 
understanding of the interrelationship of debt, equity, and commodity 
markets provides a useful framework for identifying major reversals in each 
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ate assets, with the result that a market normally reaches a major turning 
point well ahead of the actual development. 

An expanding level of economic activity is usually favorable for stock 
prices, a weak economy is bullish for bond prices, and a tight economy is 
favorable for industrial commodity prices. These three markets often move 
in different directions simultaneously because they are discounting differ- 
ent things. 

An economy is rarely stable; generally, it is either expanding or con- 
tracting. As a result, financial markets are also in a continual state of flux. 
A hypothetical economy, as shown in Fig. 2-1, revolves around a point of bal- 
ance known as equilibrium . Roughly speaking, equilibrium can be thought 
of as a period of zero growth in which the economy is neither expanding 
nor contracting. In practice, this state of affairs is rarely, if ever, attained, 
since an economy as a whole possesses tremendous momentum in either 
the expansionary or the contractionary phase, so that the turnaround rarely 
occurs at an equilibrium level. 

In any event, the “economy” consists of a host of individual sectors, many 
of which are operating in different directions at the same time. Thus, at the 
beginning of the business cycle, leading economic indicators, such as hous- 
ing starts, might be rising, while lagging indicators, such as capital spend- 
ing or employment levels, could be falling. Investors in financial markets 
are not concerned with periods of extended stability or equilibrium, for such 
periods do not produce volatile price swings and opportunities to make 
quick profits. The ever-changing character of the economic cycle creates 
tremendous opportunities for investors and traders because it means that 
different industries are experiencing different economic conditions simul- 
taneously. Since housing leads the economy, housing stocks do well at the 
start of the recovery, when capital-intensive stocks such as steel are still under 
pressure. Later in the cycle, the tables are turned and it’s housing that peaks 


The Discounting Mechanism 
of Financial Markets 


exner^F f financial markets is essentially determined by investo 
E . of movements in the economy, the effect those changes ; 
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Economy is growing 



Economy is contracting 
Figure 2-1 The idealized business cycle. 
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first. This situation gives rise to the group rotation process, which is dis- 
cussed at length in Chapter 19. 

Since the financial markets lead the economy, it follows that the greatest 
profits can be made just before the point of maximum economic distortion, 
or disequilibrium. Once investors realize that an economy is changing direc- 
tion and returning toward the equilibrium level, they discount this devel- 
opment by buying or selling the appropriate asset. Obviously, the more 
dislocated and volatile an economy becomes, the greater is the potential for 
a return toward the equilibrium level, and also for a strong swing well 
beyond it to the other extreme. The risks are also greater if you are too early. 
Under such conditions, the possibilities for making money in financial mar- 
kets are greater because they too will normally become subject to wider price 
fluctuations. 


Market Movements and 
the Business Cycle 

The major movements of interest rates, equities, and commodity prices are 
related to changes in the level of business activity. Please note that the term 
commodity prices refers to industrial prices that are sensitive to business con- 
ditions, as opposed to weather-driven commodities such as the grains. 
Figure 2-2 represents a business cycle, which ranges from 3 to 5 years 
between troughs. The horizontal line reflects a level of zero growth, above 
which are periods of expansion, and below which are periods of contrac- 
tion. j^ter the peak is experienced, the economy continues to grow, but at 
a declining rate, until the line crosses below the equilibrium level and con- 
traction in economic activity takes place. The arrows in Fig. 2-2 show the 
idealized peaks and troughs of the financial markets as they relate to the 
business cycle. 

Periods of expansion generally last longer than periods of contraction, 
because it takes longer to build something up than to tear it down. For this 
reason, bull markets for equities generally last longer than bear markets. 
The same could be said for interest rates and commodities, but in this case 
the magnitude and duration of a primary trend depend on the direction of 
the secular trend, as discussed in Chapter 1. 

Figure 2-3 shows how the three markets of short-term interest rates, com- 
modities, and equities also relate to the typical business cycle. In the exam- 
ple, interest rates have been plotted inversely to correspond with bond 
prices. A bull market for bonds is marked by a rising line and a bear mar- 
ket by a descending one. 
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Figure 2-2 The idealized business cycle and financial market turning points. (B * Bonds; 
S *= Stocks; C « Commodities) 



Figure 2-3 Idealized sine curves for three markets. 

Referring back to Fig. 2-2, we can see that the bond market is the first 
financial market to begin a bull phase. This usually occurs after the growth 
rate in the economy has slowed down considerably from its peak rate and 
quite often is delayed until the initial stages of the recession. Generally 
speaking, the sharper the economic contraction, the greater the potential 
for a rise in bond prices (that is, a fall in interest rates). Alternatively, the 
stronger the period of expansion, the smaller the amount of economic and 
financial slack, and the greater the potential for a decline in bond prices 
(and a rise in interest rates). 


L. 
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Following the bear market low in bond prices, economic activity begins 
to contract more sharply. At this point, participants in the equity market are 

able to look through the valley in corporate profits, which are now declin- 
ing sharply because of the recession, and begin accumulating stocks 
Generally speaking, the longer the lead between the low in bonds and that 
of stocks the greater the potential for the stock market to rally. This is 
because the lag implies a particularly weak recession in which extreme cor- 
porate belt tightening is able to drop break-even levels to a very low level. 

Duong the recovery, increases in revenue are therefore able to quickly move 
to the bottom line. ^ 7 

After the recovery has been under way for some time, capacity starts to 
tighten resource-based companies feel some pricing power return, and 
commodity prices bottom. Occasionally after a commodity boom of unusual 
magnitude, industrial commodity prices reach their actual bottom during 
the recession due to severe margin liquidation on behalf of speculators. 

owever, this bottom is often subsequently tested; a sustainable rally only 
begins after the recovery has been under way for a few months. At this point, 
all three financial markets are in a rising trend. 

Gradually, the economic and financial slack, which developed as a result 
o ic recession is substantially absorbed, putting upward pressure on the 
pnee of credit that is, interest rates. Since rising interest rates mean falling 
bond prices, die bond market peaks out and begins its bear phase. Because 
some excess plant and labor capacity still exists, rising business activity results 
n improved producuvity and a continued positive oudook. The stock mar- 
ket discounts trends in corporate profits, so it remains in an uptrend until 
investors sense that the economy is becoming overheated and the potential 

,° r i, a ir Pr0Vemen ‘ in P r0fltS U VCry l0W> At ** P° int * ^ere is less reason 
o hold equiues and they in turn enter into a bear phase. Later, the rise in 
interest rates takes its toll on the economy and commodity prices begin to 

be “ reached - 3,1 three financial markets begin 
to fall. They will continue to decline until the credit markets bottom out. 
This final stage, which develops around the same time as the beginning of 
he recession, is usually associated with a free fall in prices in at least one of 

the financial markets. If a panic is to develop, this is one of the most likely 
points for it to take place. ' 


Introducing the Six Stages 

Since there are three financial markets and each has two turning points ii 
follows that there are conceptually six turning points in a typical ^cle. I call 
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these the six stages and they can be used as reference points for determin- 
ing the current phase of the business cycle. The six stages are indicated in 
Fig. 2-4. 

When identifying a stage, it is important to look at the long-term techni- 
cal position of all three markets so that they can act as a cross-check on each 
other. The stages are also useful in that specific groups do well at particu- 
lar times. For example, liquidity-driven or early-cycle leaders tend to out- 
perform the market in Stages 1 and 2 when bond prices are rising and 
interest rates falling. On the other hand, eamings-driven or late-cycle lead- 
ers perform well in Stages 4 and 5 when commodity prices are rallying. 
These aspects are covered more fully in Chapter 19 on group rotation. 


Longer Cycles 

Some expansions encompass much longer periods, and they usually include 
at least one slowdown in the growth rate followed by a second round of eco- 
nomic expansion. This has the effect of splitting the overall expansion into 
two or three parts, each of which results in a complete cycle in the finan- 
cial markets. I call this a double cycle. An example of this phenomenon is illus- 
trated in Fig. 2-5. 


Idealized Business Cycle for the Six Stages of the Business Cycle 

Stage 1 
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Stage 6 
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Figure 2-4 The six stages of a typical business cycle. 
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Figure 2-5 Financial market peaks and troughs in a double cycle. 

A double cycle developed in the 1980s and another in the 1990s. In the 
mid-1980s, for example, commodity and industrial parts of the country were 
very badly affected, but the east and west coasts continued their expansions 
unabated. The strong areas more than offset the weaker ones and so the 
country as a whole avoided a recession. It is certainly true that the six-stage 
concept works well in many cycles, but it must be noted that there are excep- 
tions. I believe, therefore, that it is best used as a conceptual framework 
rather than an ironclad discipline. For example, some of the worst excep- 
tions in over 200 years of recorded history occurred in the 1990s when the 
U.S. equity market was experiencing an unprecedented equity rally, which 
fatally distorted the normal chronological sequence. 


The Role of Technical Analysis 

Technical analysis comes into play by helping to determine when the var- 
ious markets have turned in a primary-sense way. This is achieved by apply- 
ing the various techniques oudined in subsequent chapters, moving average 
crossovers, changes in the direction of long-term momentum, and so 
forth. Each market can then be used as a cross-check against the other two. 
For example, if the weight of the technical evidence suggests that bonds 
have bottomed but commodity prices remain in a bear market, the next 
thing to do would be to look for technical signs pointing to a stock mar- 
ket bottom. 


Market Experience, 1966-2001 

Chart 2-1 shows how peaks and troughs developed for the various markets 
between 1966 and 1977. Please note that inversely plotted short-term inter- 
est rates have been substituted for bond prices. This is because there is a 
much closer link between equity prices and short-term rates than with 
longer-term rates, due in part to the fact that corporations do more of their 
borrowing in the money markets than the bond markets. Also, market par- 
ticipants buy stocks on margin, the cost of which is determined by the level 
of short-term rates. Short-term rates are also more volatile than those at the 
end of the yield spectrum. 

The peaks and troughs in Chart 2-1 turned out very much as expected. 
Although the chronological sequence was more or less perfect, the leads 
and lags in each cycle varied considerably, because of the different charac- 
teristics in each cycle. In 1966, for instance, bonds and stocks bottomed 
more or less simultaneously, whereas the lag for the commodity market bot- 
tom was well over a year. 

Chart 2-2 shows the same markets, but this time we are looking at the 
1980s. The two small, upward-pointing arrows in 1982 and 1990 reflect reces- 
sions. The series of three bottoms that developed between 1984 and 1986 
reflects the mid-1980s growth recession. Generally speaking, the chrono- 
logical sequence works satisfactorily until we get to the late 1980s where the 


Chart 2-1 Three financial markets, 1966-1977. (From Intermarket Review.) 
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Chart 2-2 Three financial markets, 1980-1992. (From Intermarket Review.) 
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been more than temporarily interrupted. 4 


Summary 

• A typical business cycle embraces three individual cycles for interest 
rates equities, and commodities. All are influenced by the same economic 
and financial forces, but each responds differently. 

' cycles. markCtS Underg ° a chronol ogical sequence, which repeats in most 
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Chart 2-3 Three financial markets, 1989-2001. (From Intermarket Review.) 



• Some cycles experience a slowdown in the growth rate and not an actual 
recession. Even so, the chronological sequence between the markets still 
appears to operate. 

• The leads and lags vary from cycle to cycle and have litde forecasting value. 

• The chronological sequence of peaks and troughs in the various finan- 
cial markets can be used as a framework for identifying the position of a 
specific market within its bull or bear market cycle. 
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Dow Theory 


The Dow theory is the oldest and by far the most publicized method of iden- 
tifying m ^i Qr trends in the stock market. An extensive account will not be 
necessary here, as there are many excellent books on the subject. A brief 
explanation, however, is in order because the basic principles of the Dow 
theory are used in other branches of technical analysis. 

The goal of the theory is to determine changes in the primary or major 
movement of the market. Once a trend has been established, it is assumed 
to exist until a reversal is proved. Dow theory is concerned with the direc- 
tion of a trend and has no forecasting value as to its ultimate duration or size. 

Starting in 1897, an investor who purchased the stocks in the Dow Jones 
Industrial Average (Dj^A) following each Dow theory buy signal, liquidated 
the position on sell signals, and reinvested the money on the next buy sig- 
nal would have had his or her original investment of $44 in 1897 grow to 
about $51,268 by January 1990. 1 If, instead, the investor had held onto the 
original $44 investment throughout that period, the investment would also 
have grown, but only to about $2500. In reality, the substantial profit earned 
by following the Dow theory would have been trimmed by transaction costs 
and capital gains taxes. Even if a wide margin for error were allowed, and 
errors can certainly arise in the interpretation of the theory, the investment 
performance using this approach would still have been far superior to the 
results of a buy-and-hold strategy. The theory will still have done well in the 
period between 1990 and 2001. However, the spectacular bull market of the 
1990s would not have made the comparison between the theory and the buy- 
and-hold approach particularly inspiring for Dow theorists. 

‘This assumes that the averages were available in 1897. Actually, Dow theory was first pub- 
lished in 1900. 
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It should be recognized that the theory does not always keep pace with ^ 
events; it occasionally leaves the investor ir> doubt and is by no means infal- JsY, 
lible, since small losses are sometimes incurred. These points emphasize <. 

that, while mechanical devices can be useful for forecasting the stock mar- 
ket, there is no substitute for obtaining additional supportive analysis on 
which to base sound, balanced judgment. Remember, in our weight-of-the- 
evidence approach Dow theory is one piece of evidence. 

The Dow theory evolved from the work of Charles H. Dow, who published 
a series of The Wall Street Journal editorials between 1900 and 1902 con- 
cerning market action. Dow used the behavior of the stock market as a 
barometer of business conditions rather than as a basis for forecasting stock 
prices themselves. His successor, William Peter Hamilton, developed Dow s 
principles and organized them into something approaching the theory as 
we know it today. These principles were oudined rather loosely in 
Hamilton’s book The Stock Market Barometer, published in 1922. It was not 
until Robert Rhea published Dow Theory in 1932 that a more complete and 
formalized account of the principles finally became available. 

The theory assumes that the majority of stocks follow the underlying trend 
of the market most of the time. In order to measure “the market, Dow con- 
structed two indexes, which are now called the Dow Jones Industrial Average 
and the Dow Jones Transportation Averages. The Industrials were originally con- 
structed from 12 (but now include 30) blue-chip stocks and the Dow Jones 
Rail Average, comprising 12 railroad stocks. Since the Rail Average ^w^s ^ 
intended as a proxy for transportation stocks, the evolution of aviation and 
other forms of transportation has necessitated modifying the old Rail 
Average in order to incorporate additions to this industry. Consequently, the 
name of this index has been changed to Transportation Average. 


*L> 

Interpreting the Theory 

In order to interpret the theory correctly, it is necessary to have a record of 
the daily closing 2 prices of the two averages and the total of daily transac- 
tions on the New York Stock Exchange (NYSE) . The sue basic tenets of the 
theory are as follows. 



2 It is important to use dosing prices, since intraday fluctuations are more subject to 
manipulation. 


>- 


I 

I 

I 

1 

I 

4 

4 

4 

I 

4 

4 


Part I: Trend-Determining Techniques 

1. The Averages Discount Everything 

Changes in the daily closing prices reflect the aggregate judgment and emo- 
tions of all stock market participants, both current and potential. It is there- 
fore assumed that this process discounts everything known and predictable 
that can affect the demand/ supply relationship of stocks. Although acts of 
God are obviously unpredictable, their occurrence is quickly appraised and 
their implications are discounted. 

2. The Market Has Three Movements 

There are simultaneously three movements in the stock market. 

Primary Movement The most important is the primary or major trend, 
more generally known as a bull (rising) or bear (falling) market. Such move- 
ments last from less than 1 year to several years. 

A primary bear market is a long decline interrupted by important rallies. It 
begins as the hopes on which the stocks were first purchased are abandoned. 
The second phase evolves as the levels, of business activity and profits 
decline. The bear market reaches a climax when stocks are liquidated 
regardless of their underlying value (because of the depressing state of the 
news or because of forced liquidation caused, for example, by margin 
calls). This represents the third stage of the bear market. 

A primary bull market is a broad upward movement, normally averaging at 
least 18 months, which is interrupted by secondary reactions. The bull mar- 
ket begins when the averages have discounted the worst possible news, and 
confidence about the future begins to revivk The second stage of the bull 
market is the response of equities to known improvements in business con- 
ditions, while the third and final phase evolves from overconfidence and 
speculation when stocks are advanced on projections that usually prove to 
be unfounded. 


Secondary Reactions A secondary or intermediate reaction is defined as “an 
important decline in a bull market or advance in a bear market, usually last- 
ing from three weeks to as many months, during which interval, the move- 
ment generally retraces from 33 to 66 percent of the primary price change 
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since the termination of the last preceding secondary reaction.” 3 (My own 
view is that a secondary or intermediate move should last a minimum of 4 
weeks.) This relationship is shown in Fig. 3-1 (a) for a rising market and in 
Fig. 3-1 (b) for a declining one. 

Occasionally, a secondary reaction can retrace the whole of the previous 
primary movement, but normally the move falls in the one-half to two-thirds 
area, often at the 50 percent mark. As discussed in greater detail later in 
the chapter, the correct differentiation between the first leg of a new pri- 
mary trend and a secondary movement within the existing trend provides 
Dow theorists with their most difficult problem. 


Minor Movements The minor movement lasts from a week or two up to as 
long as 6 weeks. It is important only in that it forms part of the primary or 
secondary moves; it has no forecasting value for longer-term investors. This 
is especially important since short-term movements can be manipulated to 
some extent, unlike the secondary or primary trends. 



(a) (b) 


Figures 3-1 Secondary retracements. 



s Rhea, Robert. Dow Theory. New York: Barron’s, 1932. 
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3. Lines Indicate Movement 

Rhea defined a line as “a price movement 2 to 3 weeks or longer, during 
which period the pnce variation of both averages moves within a range of 
pproximately 5 percent (of their mean average). Such a movement indh 

r/rT a !l 0n Ut0Ck ” Mwfng ' int0 stnm S and knowledgeable hands 
bmrSft™ ° F dlStributi ° n Ut0ck WKWIB ff ^ handiand therefme 

An advance above the limits of the line indicates accumulation and pre- 
dicts higher prices, and vice versa. When a line occurs in the middle of a 
P K nm ^ adVanCe " [ ^ reaIIyformin & a horizontal secondary movement and 

should be treated as such. & r? & 

My own view is that the formation of a legitimate line should probably 

“*?. l g T^ an V° 3 Weeks With ’ "* a minimum of 4. After all. * line is 
really a substitute for an intermediate price trend and 2 to 3 weeks is the 
time for a short-term or minor price movement 


4. Price/Volume Relationships Provide Background 
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5. Price Action Determines the Trend 

Bullish indications are given when successive rallies penetrate peaks while 
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(a) (b) 



decline takes the average below its low point, confirming a bear market as 
it does so, at point X In Fig. 3 -2 (b), following the third peak in the bull mar- 
ket, a bear market is indicated as the average falls below the previous sec- 
ondary trough- In this instance, the preceding secondary is part of a bull 
market, not the first trough in a bear market, as shown in Fig. 3-2 (a ) . Many 
Dow theorists do not consider penetration at point Xin Fig. 3-2 (b) to be a 
sufficient indication of a bear market. They prefer to take a more conserv- 
ative position by waiting for a rally and a subsequent penetration of that pre- 
vious trough marked as point Fin Fig. 3-2(6). 

In such cases, it is wise to approach the interpretation with additional cau- 
tion. If a bearish indication is given from the volume patterns and a dearly 
identifiable speculative stage for the bull market has already materialized, 
it is probably safe to assume that the bearish indication is valid. In the 
absence of such characteristics, it is wiser to give the bull market the bene- 
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fit of the doubt and adopt a more conservative position. Remember, tech- 
nical analysis is the art of identifying trend reversals based on the weight of 
the evidence. Dow theory is one piece of evidence, so if four or five other 
indicators are pointing to a trend reversal, it is usually a good idea to treat 
the half signal at point Xas an indication that the trend has reversed. Figures 
3-2 (c) and ( d) represent similar instances at the bottom of a bear market 

The examples in Figs. 3-3 (a) and (6) show how the primary reversal 
would appear if the average had formed a line at its peak or trough. The j 

importance of being able to distinguish between a valid secondary correc- j 

tion and the first leg of a new primary trend is now evident. This is perhaps i 

the most difficult part of the theory to interpret, and unquestionably the 
most critical. 

It is essential to establish that the secondary reaction has retraced at least 
one-third of the preceding primary movement, as measured from the ter- 
mination of the preceding secondary. The secondary should also extend for \ 
at least 3 to 4 weeks. j 

Vital clues can also be obtained from volume characteristics and from an 
assessment of the maturity of the prevailing primary trend. The odds of a j 

major reversal are much greater if the market has undergone its third phase, j 

characterized by speculation and false hopes during a primary upswing or 
a bout of persistent liquidation and widespread pessimism during a major t 
decline. A change in the primary trend can occur without a clearly identi- 
fiable third phase, but generally such reversals prove to be relatively short- 
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lived. On the other hand, the largest primary swings usually develop when 
the characteristics of a third phase are especially mailed during the pre- 
ceding primary movement Hence, the excessive bouts of speculation in 
1919, 1929, 1968, and 2000 in the NASDAQ were followed by particularly 
sharp setbacks. Intermediate-term movements are discussed more exten- 
sively in Chapter 4. 

6. The Averages Must Confirm 

One of the most important principles of Dow theory is that the movement 
of the Industrial Average and the Transportation Average should always be 
considered together (that is, the two averages must confirm each other). 

The need for confirming action by both averages would seem funda- 
mentally logical, because if the market is truly a barometer of future busi- 
ness conditions, investors should be bidding up the prices both of 
companies that produce goods and of companies that transport them in an 
expanding economy. It is not possible to have a healthy economy in which 
goods are being manufactured but not sold (that is, shipped to market) . 
This principle of confirmation is shown in Figs. 3-4 (a) and (6). 

In Fig. 3-4 (a), the Industrial Average is the first to signal a bear trend 
(point A), but the actual bear market is not indicated until the 
Transportation Average confirms at point B. Figure 3-4 (b) shows the begin- 
ning of a new bull market Following a sharp decline, the Industrials make 
a new low. A rally then develops, but the next reaction holds above the pre- 




figure 3-4 Dow Theory requires both averages to confirm. 
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vious low. When prices push above the preceding rally, a bull signal is given 
by the Industrials at point A. In the meantime, the Transportation Average 
makes a series of two succeeding lows. The question that arises is: Which 
average is correctly representing the prevailing trend? Since it is always 
assumed that a trend is in existence until a reversal is proved, the conclu- 
sion should be drawn at this point that the Transportation Average is indi- 
cating the correct outcome. 

It is only when this average exceeds the peak of the preceding secondary 
at point B that a new bull market is confirmed by both averages, resulting 
in a Dow theory buy signal. The movement of one average unsupported by 
the other can often lead to a false and misleading conclusion, which is well 
illustrated in Fig. 3-5 by the following example from 1930. 

The 1929—1932 bear market began in September 1929 and was confirmed 
by both averages in late October. In June 1930, both averages made a new 
low and then rallied and reacted in August Following this correction, the 
Industrials surpassed their previous peak. Many observers believed that this 
signaled the end of a particularly sharp bear market and that it was only a 
matter of time before the Rails would follow suit As it turned out, the action 
of the Industrials was totally misleading; the bear market still had another 
2 yearn to run. 



Figure 3-5 1930 example. 
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Additional Considerations 

Dow theory does not specify a time period beyond which a confirmation of 
one average by the other becomes invalid. Generally, the closer the confir- 
mation, the stronger the following move is likely to be. For example, con- 
firmation of the 1929-1932 bear market was given by the Rail Average just 
1 day after the Industrial Average. The sharp 1962 break was confirmed on 
the same day. 

One of the major criticisms of Dow theory is that many of its signals have 
proved to be late, often 20 to 25 percent after a peak or trough in the aver- 
ages has occurred. One rule of thumb that has enabled Dow theorists to 
^ ^ anticipate probable reversals at an earlier date is to observe the dividend 
° c yield on the Industrials. When the yield on the Industrial Average has fallen 
to 3 percent or below, it has historically been a reliable indicator at market 
tops. Similarly, a yield of 6 percent has been a reliable indicator at market 
bottoms. Dow theorists would not necessarily use these levels as actual buy- 
ing or selling points, but would probably consider altering the percentage 
of their equity exposure if a significant nonconfirmation developed between 
the Industrial Average and the Transportation Average when the yield on 
the Dow reached these extremes. This strategy would help to improve the 
investment return of the Dow theory, but would not always result in a supe- 
rior performance. At the 1976 peak, for example, the yield on the Dow never 
reached the magic 3 percent level, and prices fell 20 percent before 
a mechanical signal was confirmed by both averages. In addition, the 3 
percent top would have missed the mark by about 5 years in the late 1990s. 

Over the years, many criticisms have been leveled at the theory on the 
basis that from time to time (as in periods of war) the Rails have been over- 
regulated or that the new Transportation Average no longer reflects 
investors* expectations about the future movement of goods. The theory has 
stood the test of time, however, as Table 3-1 indicates. Indeed, criticism is 
perfectly healthy, for if the theory gained widespread acceptance and its sig- 
nals were purely mechanistic instead of requiring experienced judgment, 
they would be instantly discounted, which would render the Dow theory use- 
less for profitable investment 

Charts 3-1 to 3-4 sh py Dow theory signals between 1953 and 2001. These 
should not be taken as gospel since they represent my own interpretation 
that many could legitimately disagree with. They were also made with the 
benefit of hindsight However, I tried to make them as conservative as 
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Table 3-1 Dow Theory Analysis 
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D^w theory si 9 nals ’ 1989-1997. A sell signal was given in October of 1989 (at 
the dashed vertical me) as the Industrials and Transports broke down from double tops (line 
ormabonsX ft may be pishing it a bit because the second Industrial peak was slightly higher 
than the first Even though the Industrials went on to register a new high, the Transports never 
confirmed. Had they broken above the mid-1990 trading range, this would have constituted a 
confirmation, but this did not happen. The ensuing buy signal (at the solid vertical line) was 
also triggered with a couple of lines in the same manner in December 1990. The arrow at A 
shows that the Industrials broke down from a line but this was not confirmed by the Transports 
so the bull trend remained intact. In 1994 the Transports broke down from a line but this time 
it was the Industrials that refused to confirm. 



possible. Charts 3-3 and 3-4 feature both averages. The half-signals described 
at the end of Chapter 1 have not been allowed. 

There is no question that interpretation of the theory can, at times, be 
very subjective. All the more reason to treat the signals as one witness in the 
weight of the evidence “pie.” 
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Chart 3-4 Dow theory signals, 1997-2001. The 1990 bull signal remained m force until 
August 1998 when both scries made new lows following an intermediate rally. The sell signal 
for the Industrials (at the dotted vertical line) is a bit controversial because this average actually 
made a marginal new high as it had done in 1989. However, if price achon of the 
spring/summer of 1998 is treated as a line formation, the signal is valid. The NYSE A/D line 
also crossed below its 200-day moving average around this time. After this, there was no period 
in which both series traced out a series of rising intermediate peaks and troughs 1 he new all- 
time high in the Industrials set in January 2000 would have been a bull signal, but the Transports 
were unable to confirm. True, they did make a new high in the spring of 1999, but there was 
no line or intermediate test of the 1998 low. After the start of 2000, the Industri^ were never 
able to extend their rising peaks and troughs. The two horizontal lines in 2001 indicate the 
points at which both series would confirm for a new bull market. 



Summary 

• Dow theory is concerned with determining the direction of the primary 
trend of the market, not the ultimate duration or size of the trend. Once 
confirmed by both averages, the new trend is assumed to be in existence 
until an offsetting confirmation by both averages takes place. 

• Major bull and bear markets each have three distinct phases. Both the 
identification of these phases and the appearance of any divergence in 
the normal volume/price relationship offer useful indications that a 
reversal in the major trend is about to take place. Such supplementary 
evidence is particularly useful when the action of the price averages them- 
selves is inconclusive. 
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Some Basic Observations 

The two previous chapters discussed the main or primary trend (that is, the 
price movement that corresponds to changes in economic activity over the 
course of a typical S- to 4-year business cycle). Though it is clearly important 
to have an idea of the direction and maturity of the primary trend, it is also 
helpful to have some understanding of the typical character and duration of 
the intermediate trend for the purpose of improving success rates in trading, 
and also in assessing when the primary movement may have run its course. 

A successful analysis of intermediate trends for any market or stock offers 
the following advantages: 

• Changes in intermediate trends aid in the identification of turning points 
in the primary trend. 

• Intermediate-term trading involves fewer transactions than trading of 
minor price movements and therefore results in lower commission costs. 

• Intermediate-trend reversal points occur several times a year and can, 

if properly interpreted, enable a relatively high and quick return on 
capital. 
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Intermediate Cycles Defined 

A primary trend typically consists of five intermediate trends, three of 
which form part of the prevailing trend, while the remaining two run 
counter to that trend. In a bull market, the intermediate countertrends are 
represented by price declines; in a bear market, they form rallies that sep- 
arate the three intermediate downwaves, as shown in Fig. 4rl. 

It is apparent from the previous discussion that there are essentially two 
types of intermediate price movements. The first, which goes in the direc- 
tion of the primary trend, may be called a primary intermediate price movement . 
The second is an important price movement that lasts from 4 weeks to 3 
months, occasionally longer. It normally retraces between one-third and two- 
thirds of the preceding primary intermediate trend. This price movement, 
which runs counter to the main trend, is called a secondary movement or reac- 
tion . Since a primary intermediate price movement operates in the same 
direction as the primary or main market trend, it almost always lasts longer 
than its secondary counterpart Its price magnitude is normally much 
greater as well. — S 

These countertrends or reactions against the main trend are notoriously 
difficult to forecast in terms of character, magnitude, and duration. 
Therefore, they should generally be avoided from a trading point of view, 
as they will almost invariably be subject to confusing whipsaws. By their 
very nature, they tend to fool the majority and are usually extremely 
^ ^treacherous. It is possible to design successful mechanized systems based on 




Figure 4-1 Intermediate cycles in a primary trend. 
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Typical Parameters for Intermediate Trends 


intermediate price movements, but poor or losing signals usually come from 
secondary market movements that occur against the main trend. 
Intermediate-term trends that move in the same direction as the primary 
trend generally are easier to profit from. Traders who do not have the 
patience to invest for the longer term will find that a successful analysis of 
intermediate movements offers superior results, especially as the day-to-day 
or minor swings are, to a large degree, random in nature and therefore even 
more difficult to capitalize on. This tendency has been most pronounced 
in recent years when increasingly sharp price movements have resulted from 
emotional knee-jerk reactions to the release of unexpected economic data. 

A secondary reaction does not have to be a decline in a bull market or a 
bear market rally. It can also take the form of a sideways movement or con- 
solidation, under the same idea as Charles Dow’s line formation (see the 
discussion in Chapter 3) . 


Intermediate-Term Cycles 


Intermediate movements can either go with or against the main trend, 
which means that there is an intermediate cycle, just as there is a primary 
one. An intermediate cycle consists of a primary intermediate price move- 
ment and a secondary reaction. It extends from the low of one intermedi- 
ate trend to the low of the other, as shown in Fig. 4-2. 

In a bull market, the up phase of the cycle should be longer in time and 
greater m magnitude. The low on the secondary reaction should be higher 

i 



than its predecessor. In a bear market, the reverse conditions hold true (that 
is, declines are longer and greater while rallies are short and sharp, but of 
less magnitude). Accordingly, technicians are alerted first to the possibility 
of a reversal in the primary trend when a third intermediate cycle is near- 
ing completion. It is also important to note whether the overall technical 
structure looks weak (strong in a bear market) as the previous intermedi- 
ate low (high) is approached and, finally, to note whether that level is deci- 
sively broken on the downside (upside) . 

This does not mean that primary movements can never encompass more 
or fewer than three primary intermediate price movements, for often they 
do. Expect three as a normal event, but do not be caught off guard if there 
are fewer or more. 


Causes of Secondary Reactions 

Since the primary trend of stock prices is determined by the attitudes of 
investors to the future flow of profits, which are in turn determined to a large 
degree by the course of the business cycle, it would seem illogical at first to 
expect longer-term movements to be interrupted by what often prove to be 
very uncomfortable reactions (or in the case of a bear market, very decep- 
tive rallies). 

History shows that secondary reactions occur because of technical dis- 
tortions, which arise in the market as a result of overoptimism (or excess 
pessimism), and also because new factors emerge suggesting that business 
conditions are not going to be as extreme as was originally anticipated, or 
even that they are going to materialize in the opposite direction. For exam- 
ple, after the first intermediate-term rally in a bull market for equities, a 
reaction may develop because investors, who had discounted a strong 
recovery, now see some chinks appearing that might even forecast an 
actual decline in business conditions. Such fears eventually prove 
ungrounded, but are sufficient to cause a countercyclical intermediate 
reaction. Another possibility might be fear of rising interest rates, which 
: could choke off the recovery. Since prices had discounted a strong recov- 

ery, this change in perception causes investors to pull back and prices to 
j fall accordingly. At the same time, many investors get carried away during 

} the rally phase and leverage themselves up. As prices begin to fall, this 

| causes their equity to shrink and forces them to liquidate, which adds fur- 

ther fuel to the price decline. 

A bear market rally for stocks generally takes place because of an 
improved outlook for business conditions over what was anticipated. A bear 


Figure 4-2 Intermediate-term cycles. 
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market rally for bonds develops under the opposite set of conditions. 
Corrections in commodity and currency markets all have their roots in a 
changed but incorrect perception of the underlying (primary) economic 
trend. The catalyst for the rally is the rush by traders and investors to cover 
their short positions (for a definition and explanation of short selling, see 
the Glossary), It should be added that the apparent motivating force for the 
correction need not necessarily be directly linked to the outlook for busi- 
ness or interest rates. 


Any of these influences could be the excuse for a countercyclical inter- 
mediate price movement It could be linked to the anticipated resolution 
or worsening of a political or military problem, for example. Essentially, 
the change in anticipated conditions combined with the unwinding of the 
technical distortions of the previous primary intermediate trend and its 
associated sharp price movement is sufficient to confuse the majority. Only 
when business conditions are correctly expected to change from recovery 
to recession (or vice versa) is the primary trend of equities likely to 
reverse. 


In his excellent book Profits in the Stack Market , H. M. Gartley 1 pointed out 
at in the 40 years ending in 1935, two-thirds of all bull market corrections 
in the U.S. stock market developed in two waves of liquidation separated by 
a minor rally that retraced between one-third and two- thirds of the First 
decline. An observation of such corrections since 1935 also bears out the 
finding that most intermediate corrections consist of two, rather than one 
or three, phases of liquidation. Unfortunately, intermediate corrections 
W| thin a bear market cannot be so easily categorized since some are 
one-move affairs or consist of a rally out of a small base, while still others 
unfold as a very volatile sideways movement. Even though Gartley's obser- 
vations are concerned with equities, this form of correction applies to all 
financial markets. 


Lambert Gann Publishing, Pomeroy, Washington, 1981. 
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Relationship between Primary 
Intermediate Moves and 
Subsequent Reactions 

In Profits in the Stock Market , Gartley published a series of diagrams using the 
classification of intermediate trends established by Robert Rhea. Gartley^ 
conclusion was that the smaller in magnitude the primary intermediate-term move- 
ment was , the larger the retracement tended to be, and vice versa. He noted that 
this was just as valid for bull market reactions as For bear market rallies. 
Observations of the period since 1933 for virtually all markets appear to sup- 
port this hypothesis. 

For example, the rally off the 1962 stock market low was only 18 percent 
compared to the mean average of 30 percent between 1933 and 1982. This 
represented part of a double bottom formation and therefore the first pri- 
mary intermediate rally. This relatively small advance was followed by a some- 
what larger 71 percent retracement However, the ensuing rally from late 
1962 until mid-1963 was 32 percent and was followed by a small 25 percent 
retracement of the gain. Interested readers may wish to be satisfied that what 
goes up does not necessarily come down, and vice versa. 

The 1976-1980 gold bull market was very powerful, but the intermediate 
corrections were quite brief. On the other hand, the rallies between 1982 
and 1990 were far less strong, but were followed by corrections of much 
greater magnitude proportionally. 


Using Intermediate Cycles to 
Identify Primary Reversals 

Number of Intermediate Cycles 

A primary movement may normally be expected to encompass two and a 
half intermediate cycles (see Fig. 4-1). Unfortunately, not all primary move- 
ments correspond to the norm; an occasional primary movement may con- 
sist of one, two, three, or even four intermediate cycles. Furthermore, these 
intermediate cycles may be of very unequal lengths or magnitude, making 
their classification and identification possible only after the event Even so, 
intermediate cycle analysis can still be used as a basis for identifying the 
maturity of the primary trend in most cases. 

Whenever prices are well advanced in a primary intermediate trend fol- 
lowing the completion of two intermediate cycles, technicians should be 
H ' ^alerted to the fact that a reversal of the primary trend itself may be about 
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to take place. Again, if only one intermediate cycle has been completed, the 
chances of prices reaching higher levels (lower levels in a bear market) are 
quite high. 


Characteristics of a Final Intermediate Cycle in a Primary Trend 

In addition to actually counting the number of intermediate cycles, it is also 
possible to compare the characteristics of a particular cycle with those of a 
primary trend s typical pivotal or reversal cycle. These characteristics are dis- 
cussed in the following section. 


Reversal from Bull to Bear Market Since volume leads price, the fail- 
ure of volume to increase above the levels of the previous intermediate cycle 
up phase is a bearish sign. Alternatively, if over a period of 3 to 4 weeks vol- 
ume expands on the intermediate rally close to the previous peak in vol- 
ume but fails to move prices significantly, it represents churning and should 
also be treated bearishly. Coincidence of either of these characteristics with 
a downward crossover of a 40-week moving average (see Chapter 9) or a 
divergence in an intermediate-term momentum indicator (see Chapter 10) 
would be an additional reason for caution. 

There are essentially two broad characteristics that suggest that the down- 
ward phase of an intermediate cycle could be the first downleg of a bear 
market. The first is a substantial increase in volume during the price 
decline. The second is a cancellation or retracement of 80 percent or more 
of the up phase of that same intermediate cycle. The greater the retrace- 
ment, the greater the probability that the basic trend has reversed, especially 
because a retracement in excess of 100 percent means that any series of ris- 
ing troughs has been broken, thereby placing the probabilities in favor of 
a change in the primary trend. 

Other sips would include the observation of a mega-oversold or an 
extreme swing (see Chapter 10 on momentum for a full explanation of these 
terms). 


Reversal from Bear to Bull Market The first intermediate up phase j 

of a bull market is usually accompanied by a substantial expansion in vol- J 

ume that is significantly greater than those of previous intermediate up f 
phases (see Fig. 4-3) . In other words, the first upleg in a bull market attracts 
noticeably more volume than any of the intermediate rallies in the previ- ! 
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Figure 4-3 Intermediate trends and volume. 


ous bear market. Another sign of a basic reversal occurs when prices retrace 
at least 80 percent of the previous decline. Again, the greater the propor- 
tion of retracement, the greater the odds of a reversal in the basic trend. If 
the retracement is greater than 100 percent, the odds clearly indicate that 
a reversal in the downward trend is likely because the series of declining 
peaks will have broken down. 

Since volume normally expands substantially as the intermediate down 
phase during a bear market reaches a low, a shrinkage in volume during an 
intermediate decline could well be a warning that the bear market has run 
its course. This is especially true if the price does not reach a new low dur- 
ing this intermediate decline, since the series of declining intermediate cycli- 
cal lows, which is a characteristic of a bear market, may no longer be intact. 

An example of this is shown in Chart 5-10, where the overall peak in 
volume was seen in the June 1962 decline rather than the August to October 
sell-off. Chart 5-7 shows no perceptible slackening of volume at the lows, but 
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the volume expansion during the January rally, combined with the better- 
ing of the October to November high (a 100 percent retracement), offered 
a valuable clue that the bear market was over. The final decline in October 
represented the down phase of the third intermediate cycle in the bear mar- 
ket, which should have warned of its probable maturity. A final sign might 
include a mega-overbought condition or an extreme swing. Again, please 
refer to Chapter 10 for an explanation of these concepts. 


Intermediate Trends in the U.S. 

Stock Market, 1897-1982 

Amplitude and Duration of Primary Intermediate Upmoves 

Between 1897 and 1933, Robert Rhea, the author of Dow Theory, classified 
53 intermediate-trend advances within a primary bull market, which ranged 
in magnitude from 7 to 1 1 7 percent, as shown in Table 4-1 . 

I have classified 35 intermediate-term moves between 1933 and 1982, and 
the median averaged 22 percent from low to high. The results are shown 
in Table 4-2. 


Table 4-1 Primary Intermediate Upm oves, 1897-1933 

Porportion of intermediate moves Price magnitude 

25 M4 

50 15-28 

25 28-117 

100 
Median 20 


Table 4-2 Primary Intermediate Upmo ves, 1933-1982 

Swings from low to high, percent Duration, weeks 

Mean average 30 22 

Median 22 24 

10-105 3_137 
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The median average primary intermediate advance since 1897 appears to 
be around 20 to 22 percent. Tlie median primary intermediate upmove in 
the 1933-1982 period does not differ from that of the earlier period clas- 
sified by Rhea. However, the median duration 1 appears to have increased 
considerably from 13 weeks in the 1897-1933 period to 24 weeks in the 
1933-1982 period. 

Amplitude and Duration of Primary Intermediate Downmoves 

Using Rhea’s classification, 39 cases of a primary intermediate decline 
developed between 1900 and 1932, as summarized in Table 4-3. 

My research shows that between 1932 and 1982 there were 35 primary 
intermediate declines, with a median of 16 percent (the decline was 
measured as a percentage from the high). The results are summarized in 
Table 4-4. 

The results in the 1932-1982 period did not differ appreciably from those 
in the 1897-1933 period. Rhea’s median average swing was 18 percent, as 
compared to the more recent 16 percent, whereas the median duration in 
the earlier period was 13 weeks, as compared to 14 weeks in the 1932-1982 
period. 


Table 4-3 Primary Intermediate Downmoves, 1900-1932 

Proportion of intermediate moves Price magnitude 

25 3-12 

50 13-27 

25 28-54 

Median 18 



Table 4-4 Primary Intermediate Downmoves, 1932-1982 
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Amplitude and Duration of Bull Market Secondary Reactions 

Between 1898 and 1933, Rhea classified 48 cases of bull market secondaries. 
In terms of retracement of the previous primary intermediate upmove, they 
ranged from 12.4 to 180 percent, with a median of 56 percent. This com- 
pared with a range in the 1935-1982 period from 25 to 148 percent, with a 
median of 51 percent. The duration of the median in the earlier period was 
5 weeks, as compared to 8 weeks between 1933 and 1982. The median per- 
centage loss from the previous primary intermediate peak was 12 percent 
{the mean average was 13 percent) between 1933 and 1982. 


Amplitude and Duration of Bear Market Rallies 

Rhea estimated that the median bear market rally retraced 52 percent of 
the previous decline, which is comparable to my own median estimate of 
61 percent in the 1932-1982 period. The two ranges were 30 and 116 per- 
cent and 26 and 99 percent, respectively. Median durations were 6 weeks 
in 1898-1933 and 7 weeks in 1932-1982. Rallies off the low averaged 12 
and 10 percent for mean and median, respectively, for the 1933-1982 
period. 


Intermediate Trends in the LLS. 

Stock Market Since 1982 

Charts 4-1 and 4r2 show the Standard 8c Poor's (S&P) Composite between 
the end of 1982 and the opening of the twenty-first century. The thick ver- 
tical lines approximate intermediate rally peaks and the thin ones inter- 
mediate troughs. The lower panel contains an intermediate oscillator, the 
intermediate KST (see Chapter 12 for an explanation), which roughly 
reflects the turning points. This period encompassed the secular bull mar- 
ket that began in 1982 and ended at the turn of the century. The classifi- 
cation of intermediate trends was pardcularly difficult compared to previous 
periods. I tried (as much as possible) to make the intermediate trends fit 
the swings in the oscillator. Because oscillators have a tendency to lead in 
bull markets, the actual peaks in the intermediate rallies usually lag those 
in the KST. The two charts show that the classification of these trends is far 
from a precise task and confirms earlier research between 1897 and 1982 
that the range of intermediate trends varies tremendously. In the period 


Typical Parameters for intermediate Trends 


61 





62 


Part I: Trend-Determining Techniques 


covered by Chart 4-1 , for instance, the first intermediate rally in the bull mar- 
ket lasted well over a year from August 1982 to October 1983. Even if I had 
taken the July 1983 top as a reference point, the rally would still have lasted 
for almost a year. Moreover, the whole year of 1995 was consumed by one 
complete intermediate advance. 


Summary 

• The typical primary trend can be divided into two one-half primary inter- 
mediate cycles, each consisting of an upmove and a downmove. In a bull 
market, each successive upwave should reach a new cyclical high, and in 
a bear market, each successive downwave of the intermediate cycle should 
reach a new low. Breaking the pattern of rising lows and falling peaks is 
an important, but not unequivocal, warning of a reversal in the primary 
trend. For more conclusive proof, technicians should derive a similar con- 
clusion from a consensus of indicators. 

• A secondary movement or reaction is that part of an intermediate cycle 
that runs counter to the main trend, a downward reaction in a bull mar- 
ket or a rally in a bear market Secondary intermediate movements typi- 
cally last from 4 weeks to 3 months and retrace between one-third and 
two-thirds of the previous primary intermediate price movement. 
Secondary price movements may also take the form of a line or horizon- 
tal trading pattern. 

• The character of intermediate cycles can be used to help identify primary 

trend reversals. r 7 

• As an approximate rule, the stronger an intermediate rally, the less the 
retracement is likely to be, and vice versa for primary bear markets. 


5 

Price Patterns 


Basic Concepts 

The techniques discussed in this chapter and in Chapters 6 throughl6 are 
concerned with analysis of any price trend that has been determined by the 
interaction of buyers and sellers in a free market 

The concept of price patterns is demonstrated in Figs. 5-1 and 5-2. Fig- 
ure 5-1 represents a typical price cycle in which there are three trends: up, 
sideways, and down. The sideways trend is essentially a horizontal or tran- 
sitional one, which separates the two major market movements. Sometimes 


ft c 



Figure 5-1 Normal reversal. 
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a highly emotional market can change without warning, as in Fig. 5-2, but 
this rarely happens. Consider a fast-moving train, which takes a long time 
to slow down and then go into reverse; the same is normally true of fman- 
cial markets. 

To the market technician, the transitional phase has great significance 
because it marks the turning pointtetween a rising and a falling market If 
pri ces j^ ayc. bee n advancing, the enthusiasm of the buyers has outweighed 
the pessimism of sellers up to this point, and prices have risen accordingly 
During the transition phase, the balance becomes more or less even until 
Finally for one reason or another, ills tipped in a new direction as the rel- 
ative weight of selling pushes the trend (of prices) down. At the termina- 
tion of a bear market, the reverse process .occurs. 

These transition phases are almostTrfvadaBiy signaled by clearly definable 
price patterns or formations. The successful completion of such patterns or 
formations alerts the technician to the fact that a reversal in trend has taken 
place. This phenomenon is illustrated in Fig. 5-3, which shows the price 
action at the end of a long rising trend. As soon as the price rises above line 
BE, it is in the transitional area, although this is apparent only some time 
after the picture has developed. 

Once into the area, the price rises to line AA, which is technically termed 
a resistance area. The word resistance is used because at this point the index 
shows opposition to a further price rise. This term, along with support, is dis- 
cussed at length in Chapter 15. When the demand/supply relationship 
comes into balance at AA, the market quickly turns in favor of the sellers 
because prices react. This temporary reversal may occur because buyers 
refuse to pay up for a security, or because the higher price attracts more sell- 
ers, or for both of these two reasons. The important fact is that the rela- 
tionship between the two groups is temporarily reversed at this point. 



Figure 5-3 Trading range rectangle. 
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Following the unsuccessful assault on AA, prices turn down until line BB , 
known as a support level, is reached. Just as the price level at AA reversed the 
balance in favor of the sellers, so the support level BB alters the balance 


again. This time, the trend moves in an upward direction because at BB 
prices become relatively attractive for buyers who missed the boat on the 
way up, while sellers who feel that the price will again reach AA hold off. 
For a while, there is a between buyers and sellers within the con- 

fines of the area bounded by lines AA and BB . Finally the price falls below 
BB, and a major new (downward) txentj js signaled. 

To help explain this concept, the contest bet^enjmyers and sellers is 
like a battle fought by two armies engaged in French warfare. In Fig. 5-4 (a), 
armies A and B are facing off. line AA represents army A’s defense, and BB 
is army Fs line of defense. The arrows indicate the forays between the two 
lines, as both armies fight their way to the opposing trench, but are unable 
to penetrate the line of defense. In Fig. 5A{b) f army B finally pushes 
through A’s trench. Army A is then forced to retreat and make a stand at 
the second line of defense (line A^AJ. In the stock market, line AA repre- 
sents selling resistance, which, once overcome, signifies a change in the bal- 
ance between buyers and sellers in favor of the buyers, so that prices will 
advance quickly until new resistance is met. The second line of defense, line 


A^A^ represents resistance to a further advance. 

On the other hand, army B might quite easily break through A^A^ but 
the further it advances without time to consolidate its gains, the more likely 
it is to become oyprgg tended and the greater is the probability of its suf- 
fering a serious siSlSack. At some point, therefore, it makes more sense for 
this successful force to wait and consolidate its gains. 

If prices in financial markets extend too far without time to digest their 
gains, they too are more likely to face a sharp an d_ seemingly unexpected 

reversal. Sp L 
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Figures 5-4 Trench warfare. 
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Introducing the Rectangle 

The transitional or horizontal phase separating rising and felling price 
trends discussed previously is a pattern known as a rectangle. This formation 
corresponds to the line formation developed from the Dow theory. The rec- 
tangle in Fig. 5-3, marking the turning point between the bull and bear 
phases, is termed a reversal pattern. Reversal patterns at market tops are 
known as distribution areas or patterns (where the security is distributed from 
strong informed participants to weak uninformed ones), and those at mar- 
ket bottoms are called accumulation patterns (where the security passes from 
weak uninformed participants to strong informed ones) [see Fig. 5-5 (a)]. 
If the rectangle were completed with a victory for the buyers as the price 
pushed through line AA [see Fig. 5-5(5)], no reversal of the rising trend 
would occur. The breakout above AA would therefore have reaffirmed the 
underlying trend. In this case, the corrective phase associated with the for- 
mation of the rectangle would temporarily interrupt the bull market and 
become a consolidation pattern. Such formations are also referred to as con- 
solidation or continuation patterns. 

During the period of formation, there is no way of knowing in advance 
which way the price will ultimately break; therefore, it should always be 
assumed that the prevailing trend is in existence until it is proved to have 
been reversed. 


Size and Depth 

The principles of price pattern construction and interpretation can be 
applied to any time frame, from 1-minute bars all the way through to 
monthly or even annual charts. However, the significance of a price for- 
mation or pattern is a direct function of its size and depth. 




( 0 ) 


d>) 


Figures 5-5 (a) Reversal rectangle, (b) Consolidation rectangle. 
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Thus, a pattern that shows up on a monthly chart is likely to be far more 
significant than one on an intraday chart, and so forth. It is just as impor- 
tant to build a strong base from which prices can rise as it is to build a large, 
strong, deep Foundation upon which to construct a skyscraper. 

In the case of financial market prices, £he foundation is an accumulation 
pattern that represents an area of iHdofisiv^ combat between buyers and sell- 
ers. The term accumulation is used because market bottoms always occur 
when the news is bad. Such an environment stimulates sales by uninformed 
investors who were not expecting developments to improve. During an accu- 
mulation phase, more sophisticated investors and professionals would be 
positioning or accumulating the asset concerned in anticipation of 
improved conditions 6 to 9 months ahead. During this period, it is moving 
from weak, uninformed traders or investors to strong and knowledgeable 
hands. The longer the period of accumulation, the greater the amount of 
a security that moves from weak into strong hands and the larger is the base 
from which prices can rise* 

At market tops, the process is reversed, as those who were accumulating 
at or near the bottom sell to less sophisticated market participants, who 
become more and more attracted as prices rise and the underlying funda- 
mental conditions improve. Where a substantial amount of distribution 
develops, this is usually followed by a 
base building. 


protracted period of price erosion or 
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Figure 5-6 Long rectangle. 
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The time taken to complete a formation is important because of the 
amount of an asset changing hands, and also because a movement in price 
beyond the boundaries of a pattern means that the balance between buy- . \ 
ers and sellers has altered. When the price action has been in a stalemate'"'^ 
for a long time and investors have become used to buying at one price and 
selling at the other, a move beyond either limit represents a fundamental 
change, which has great psychological significance. 

The depti^f ^formation also determines its significance. Consider the 
trench war analogy once more. If the ^posing trenches are^very close 
together, say, within 100 yards, this means that the victorious l&ault, when 
it comes, will be less significant than if they are separated by several miles; 
in such a case, the battles will have been much more intense and the vic- 
tory that much greater. The same is true in the financial markets. The 
breeching of a wide trading range has far greater psychological significance 
than that of a narrow one. 


Measuring Implications 

Most of the results obtained with technical analysis procedures do not indi- 
cate the eventual duration of a trend. Price patterns are the exception, since 
their construction offers some limited forecasting possibilities. Before we 
examine this aspect, it is first necessary to draw the distinction between arith- 
metic and logarithmic or ratio scaling, because the choice determines the 
significance of the measuring implications. 


Arithmetic Scale 

Arithmetic charts consist of an arithmetic scale on the vertical or y axis, with 
time shown on the horizontal or x axis, as illustrated in Fig. 5-7. All units of 
measure are plotted using the same vertical distance, so that the difference 
in space between 2 and 4 is the same as that between 20 and 22. Arithmetic 
scaling is not a good choice for long-term price movements, since a rise from 
2 to 4 represents a doubling of the price, whereas a rise from 20 to 22 rep- 
resents only a 10 percent increase. 

In the U.S. stock market, a price move in excess of 50 points for the Dow 
is normal. A 50 point move in 1932, though, when the average was traded 
well below 100, would have represented a huge move. For this reason, long- 
term movements should be plotted on a ratio or logarithmic scale. The 
choice of scale does not materially affect daily charts, in which price move- 
ments are relatively small in a proportionate sense. For periods over 1 year, 
in which fluctuations are much larger, I always prefer to use a ratio scale. 
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Figure 5-7 Arithmetic scaling (same vertical distance = same point move). 


Chart 5-1 compares an arithmetic scale with a ratio scale for the Standard 
Sc Poor’s Composite. The distortions on the arithmetic scale are self- 
evident. 


Ratio Scale 

Prices plotted on a ratio scale show identical distances for identical per- 
centage moves. In Fig. 5-8, let’s say that the vertical distance between 1 and 
2 (a 2:1 ratio) is Ya in. Similarly, the 2:1 distance between 4 and 2 is also 
represented on the chart as x /t in. A specific vertical distance on the chart 
indicates the same percentage change in the price being measured, what- 
ever the level. For example, if the scale in Fig. 5-8 was extended, x /t in. would 
always represent a doubling, from 1 to 2, 16 to 32, 50 to 100, and so on, just 
as Vs in. would indicate a rise of 50 percent and 1 in. would show a qua- 
drupling of prices. Almost all computer software gives the user the option 
of choosing between arithmetic and logarithmic scales. 

It is important to remember that market prices are a function of psy- 
chological attitudes toward fundamental events. Since these attitudes have 
a tendency to move proportionately, it makes sense to plot them on a scale 
that reflects proportionate moves equally. 

Figure 5-9 shows a rectangle that has formed and completed a (distribu- 
tion) top. The measuring implication of this formation is the vertical dis- 
tance between its outer boundaries, that is, the distance between lines AA 
and BB projected downward from line BB. If AA represents 100 and BB 50, 
then the downside objective will be 50 percent, using a ratio scale. When 
projected downward from line BB, 50 percent gives a measuring implica- 
tion of 25. Although this measuring formula offers a rough guide, it is usu- 
all y a minimum expectation, and prices often go much further than their 
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Chart 5-1 S&P Composite arithmatie w. ratio leak. This chart contains the S&P plotted 
on arithmetic and ratio scales. Note how tha artthmatic icak totally obliterates any price fluc- 
tuations in the early part of the century and exaggerates the price movements in the last 20 
years or so. The 1929-1932 period, the most severe on record, does not even appear as a 
blip on this scale. This is not true of the lower pend, which features a logarithmic or ratio scale. 
(From Intermarket Reulew.) 




implied objective. In a very high proportion of cases, the objective level 
derived from the measuring formula becomes an area of support or resis- 
tance when the price trend is temporarily halted. 

The importance of using logarithmic scales whenever possible is shown 
in Fig. 5-10. In Fig. 5-10(a), the price has traced out and broken down from 
a rectangle. Projecting the vertical distance between 200 and 100 downward 
gives an objective of 0, clearly a very unlikely possibility. On the other hand, 
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Figure 5-9 Measuring implication from a rectangle. 

Fig. 5-10 (b) uses the same projection based on a logarithmic scale. In this 
case, a more realistic objective of 50 is obtained. 

If a rectangle appears as a bottom reversal pattern or as a consolidation 
pattern, the measuring rules remain consistent with the example given for 
the distribution formation. This is shown in Figs. 5-11 (a)-(c). 

If the minimal objective proves to be the ultimate extension of the new 
trend, a substantial amount of accumulation or distribution, whichever is 
appropriate, will usually occur before prices can move in their original direc- 
tion. Thus, if a 2-year rectangle is completed and the downward price objec- 
tive is reached, even though further price erosion does not take place, it is 
still usually, though certainly not always, necessary for a base (accumulation) 
to be formed of approximately the same size as the previous distribution (in 
this case 2 years) before a valid uptrend can take place. 1 

In many cases, the price will move beyond the objective. In really strong 
moves, it will move in multiples of it, where the various multiples or the 
objective itself becomes an important support and resistance area. 



Confirmation of a Valid Breakout 

Price 

So far, it has been assumed that any move, however small, out of the price 
pattern constitutes a valid signal of a trend reversal (or resumption, if the 
pattern is one of consolidation). Quite often, misleading moves known as 
whipsaws occur, so it is helpful to establish certain criteria to minimize the 

‘Note: It is very important to remember that price objectives represent the minimum ultimate 
target and are not normally achieved in one move. Usually, a series of rallies and reactions in 
an upside breakout is required, or reaction or retracements in a downside breakout, before 
the objective is reached. 




72 


Part I: Trend-Determining Techniques 




Figure 5-10 Measuring implication, (a) Arithmetic, (b) Ratio. 





Price Patterns 


73 


possibility of misinterpretation. Conventional wisdom holds that you should 
wait for a 3 percent penetration of the boundaries before concluding that 
the breakout is valid. This filters out a substantial number of misleading 
moves, even though the resulting signals are less timely. 

This approach was developed in the first part of the twentieth century 
when holding periods for market participants were much longer. Today, with 
the popularity of intraday charts, 3 percent could represent the complete 
move and then some. I have no basic objection to the 3 percent rule for 
longer-term price movements in which the fluctuations are much greater. 
However, the best approach is a commonsense one based on experience and 
judgment in each particular case. It would be very convenient to be able to 
say that anything over a specific percentage amount represents a valid break- 
out, but unfortunately a lot depends on the time frame being considered 
and the volatility of the specific security. 

For example, electric utilities are very stable in their price action com- 
pared to mining stocks where the volatility is far greater. Applying the same 
percentage breakout rule to both obviously doesn’t make sense. What con- 
stitutes a decisive breakout, where the odds of a whipsaw are considerably 
reduced is then very much a matter of personal judgment based on expe- 
rience, trial, and error. This judgment should take into consideration such 
factors as the type of trend being monitored, the volatility of the security, 
volume, and momentum characteristics. 

Another factor that can help early on in deciding if a breakout is valid 
lies in the fact that a good breakout should hold for several periods. For 
example, you may observe a decisive upside breakout from a rectangle on 
a daily chart, but if it cannot hold for more than 1 day above the breakout 
level, the signal is highly suspect. Often the technical position is worse after 
such breakouts. This is because breakouts that cannot hold indicate exhaus- 
tion, and ex haustion m oves a re of len.followed by strong price trends in the 
opposite direction to that indjcated by. the (false) breakout. An example of 
aTalse breakout is featured in Chart 5-2 for June 2001 Gold. 

On entering any trade or investment based on a price pattern breakout, 
it is important to decide ahead of time what type of price action would cause 
you to conclude that the breakout was a whipsaw. An example might be a 
break below a previous minor low, a decline below a predetermined level 
from the breakout point A stop should then be placed below such a pivotal 
point In this way, you will have calculated the loss you are willing to under- 
take and the point where the original premise for the trade; that is, the 
breakout is no longer operative. Failure to make such a decision ahead of 
time will mean that your decision to sell is more likely to be based on emo- 
tion and kneejerk reactions to news events than on a logical preset plan. A 
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Chart 5-2 Gold futures and an exhaustion breakout. This chart of June (2001) Gold shows 
a nice decisive breakout from a reverse head -and -shoulders (H&S) pattern. Unfortunately, this 
proved to be an exhaustion move since the breakout was unable to hold above the neckline. 
In such situations, it is usually best to liquidate once it is realized that a false breakout has devel- 
oped, There are three places to take action when the price slips decisively below the breakout 
point, it falls below the line joining the head with the right shoulder, or the price slips below 
the right shoulder Hsetf . The violation of each of these benchmarks becomes progressively more 
reliable as a signal, but it encounters a greater potential loss. (From /ntermarfcet Review.) 



possible point of no return for the false breakout in Chart 5-2 would be at 
the point, where the dashed up trendline joining the lows was violated. 


Volume 

Volume usually goes with the trend; that is, volume advances with a rising 
trend of prices and falls with a declining one. This is a normal relationship, 
and anything that diverges from this characteristic should be considered a 
warning sign that the prevailing price trend may be in the process of revers- 
ing. Figure 5-12 shows a typical volume/ price relationship. 

Volume, the number of units of an asset (such as shares or contracts) that 
changes hands during a specific period, is shown by the vertical lines at the 
bottom of Fig. 5-12. Volume expands marginally as the price approaches its 
low at the beginning or rectangle AA, but as the accumulation pattern is 
formed, activity recedes noticeably. 


Price Patterns 


75 




As the pattern nears completion, disinterest prevails and volume almost 
dries up. As if by magic, activity picks up noticeably when the security 
moves above its level of resistance (bounded by the upper line in the rec- 
tangle). It is sometimes possible to draw a trend line joining the lower vol- 
ume peaks, as shown in Fig. 5-12. It is this upward surge in trading activity 
that confirms the validity of the breakout. A similar move on low volume 
would be suspect and would result in a failure of volume to move with the 
trend. 

Following the sharp price rise from the rectangle, enthusiasm dies down 
as prices correct in a sideways movement and volume contracts (rectangle 
BB). This is a perfectly normal relationship, since volume is correcting 
(declining) with price. Eventually, volume and price expand together, and 
the primary upward trend is once again confirmed. Finally, the buyers 
become exhausted, and the price forms yet another rectangle (rectangle 
CQ characterized, as before, by falling volume, but this time destined to 
become a reversal pattern. 

It is worth noting that while the volume from the breakout in rectangle 
BBis high, it is relatively lower than that which accompanied the move from 
rectangle AA. In relation to the overall cycle, this is a bearish factor. 

In this case, volume makes its peak just before entering rectangle BB, 
while the peak in prices is not reached until rectangle CC 
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Volume contracts throughout the formation of rectangle CCand expands 
as prices break out on the downside. This expanded level of activity associ- 
ated with the violation of support at the lower boundary of the rectangle 
emphasizes the bearish nature of the breakout, although expanding volume 
is not a prerequisite for a valid signal with downside breakouts, as it is for 
an upside move. Following the downside breakout, more often than not, 
prices will reveree and put on a small recovery or retracement rally. This 
advance is invariably accompanied by declining volume, which itself rein- 
forces the bearish indications. It is halted at the lower end of the rectangle, 
which now becomes an area of resistance. Chart 5-3 shows an example of 
the Dow Jones Rail Average at the 1946 bull market high. 



It is now time to expand our discussion to some of the other price pat- 
terns, starting with one of the most notorious; the head-and-shouldcTs (H&S) 
formation. 1/ 

/ 


H&S Patterns 

H&S as Reversal Patterns 

At Tops The H&S is probably the most reliable of all chart patterns. It 
occurs at both market tops and market bottoms. Figure 6-13 shows a typi- 
cal H&S distribution pattern. (See also Chart 5-4.) 

This typical H&S distribution pattern consists of a final rally (the head) 
separating two smaller, although not necessarily identical, rallies (the shoul- 
ders). If the two shoulders were trends of intermediate duration, the first 
shoulder would be the penultimate advance in the bull market, and the sec- 
ond the first bear market rally. The head would, of course, represent the 
final intermediate rally in the bull market. Volume characteristics are of crit- 
ical importance in assessing the validity of these patterns. Activity is normally 
heaviest during the formation of the left shoulder and also tends to be quite 
heavy as prices approach the peak. The real rip^f? that an H&S pattern is 
developing comes with the formation of the right shoulder, which is invari- 
ably accompanied by distinctly lower volume. Quite often, the level of vol- 
ume contracts as the peak of the right shoulder is reached. The line joining 
the bottoms of die two shoulders is called the neckline. 
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Figure 5-13 



If you look carefully at Fig. 5-13, you will appreciate that the violation of 
the neckline also represents a signal that the previous series of rising peaks 
and troughs has now given way to at least one declining peak and trough. 

he_tjg^s^ou}der represents the First lower peakjand the. bottom of the 
move following the breakdown represents a lower trou gh. 

T he measuring formula for this price formation is the distance between 
the head and the neckline projected downward from the neckline, as 
shown in Fig. 5-13. It follows that the deeper the pattern, the greater its bear- 
ish significance once it has been completed. Sometimes an H&S comple- 
tion will be followed by a fairly extensive downtrend; at others, the negative 
elTcct of the pattern will be quickly cancelled by the completion of a base. 

Often, traders will observe the formation of an H&S top and anticipate 
a breakdown. This is an incorrect tactic based on this evidence alone 
because it is not known until later whether the prevailing trend will continue 
or if a reversal signal will be given with a decisive break below the neckline. 
Over the years, I have seen many analysts, who should know better, forecast 
a bearish mend based on an incomplete H&S top. Remember, in technical 
analysts, the prevailing trend is assumed to be in force until the weight of the 

evidence proves otherwise An incomplete H&S is not evidence, just a possible 
scenario. J r 

H&S patterns can be formed in 10 to 15 minutes or take decades to 
develop Ceneraliy speaking, the longer the period, the greater the amount 
of distribution that has taken place, and therefore the longer the ensuing 
bear trend is likely to be. The larger H&S formations are often very com- 
plex and comprise several smaller ones, as shown in Fig. 5-M. 

The H&S patterns illustrated in Figs. 5-1 3 and 5-14 have a horizontal neck- 
line, but there are many other varieties [see Fig. 5-15(«)-(c>], all of which 

possess t e same bearish implications as the horizontal variety once they 
have been completed. , 


r 


Chart 5-4 The New York Times average, 1928, This chart of The New York Times aver- 
age of 50 railroad and industrial stocks shows the formation of an upward-sloping H&S dur- 
ing March t April, and May 1928. The minimum downside objective of about 182 was 
achieved fairly quickly, but a 3-month period of base building commensurate with the H&S 
pattern was still necessary before the effect of the distribution was canceled out and prices were 
able to resume their primary advance. Note the heavy volume on the left shoulder and head, 
and the relatively low volume on the right shoulder. Also, activity declined substantially during 
the formation of the triangle, but began to expand during the breakout in September. 
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Figure 5-14 Complex H&S. 


H 1 - 




(a) 

Figure 5-15 H&S variations. 


(b) 



(o) 


At Bottoms Figure 5-16 indicates how an H&S pattern would look at a 

boUom; this b ™ually called an inverse H&S, a reverse H&S or an 
HikS bottom , 

Normally, volume is relatively high at the bottom of the left shoulder and 
during the formation of the head. The major factor to watch for is activity 
on the right shoulder, which should contract during the decline to the 
ms expand substantially on the breakout (see Chart 5-5). Like the 

H&S distribution patterns, the inverse (accumulation) H&S can have a num- 
ber of variations in trend line slope, number of shoulders, and so on. - 
Usually, the more complex the formation, the greater its significance. This 
goes back to the idea that price formations represent battles between buy- 
ers and sellers: the more battles that go on, the greater the complexity and 
die more significant the new trend is once the battle has been resolved. 
°m^ o f reverse H8cS ^nations are shown in Figs. 5-1 7 (a) -(c). 

H&S patterns are extremely reliable formations, and their successful com- 
pletion usually gives an excellent indication of a trend reversal 
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Chart 5-5 DJIA, 1898. This downward-sloping inverse H&S pattern developed in the spring 
of 1898. Note that the April rally developed on very low volume. The subsequent reaction suc- 
cessfully tested the March low and the ensuing breakout rally was accompanied by a bullish 
expansion of volume. By August, the Dow Jones Industrial Average (DJIA) had reached 60.97 
and by April 1899 It rose to 77*28. 



H 


Figure 5-16 Classic reverse H&S, 


H&S Formations as Continuation Patterns 

H&S and reverse H&S formations occasionally show up on the charts as con- 
tinuation patterns. Measuring implications and volume characteristics are 
the same as for the reversal type. The only difference is that these patterns 
develop during a trend rather than at the end. Chart 5-6 shows an example 
°f an H&S consolidation during a decline. 
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Figure 5*17 Reverse H&S variations, 

H&S Failures 

Sometimes the price action exhibits all the characteristics of an H&S dis- 
tribution pattern, but it either refuses to penetrate the neckline or pene- 
trates it temporarily and then starts to rally. This represents an H&S failure 
and is usually followed by an explosive rally. It js probably due to misplaced 
pessimism. Once the real fundamentals are perceived, not oniy do new buy- 
ers rush in, but also traders holding short positions are forced to cover. Since 
fear is a stronger motivator than greed, these bears bid up the price very 
aggressively. 1 

Chan 5-7, which shows the daily close for the DJIA in 1975, illustrates this 
phenomenon very clearly, as the failure of an H&S pattern results in a fairly 
worthwhile rally. Nevertheless, an H&S that does not work indicates that 
while there is still some life left in the situation, the end may not be far off. 
In Chart 5-6, the rally ended rather abruptly in July. 

Unfortunately, the pattern itself gives no indication that it is going to fail. 
Sometimes such evidence can be gleaned from other technical factors. For 
example, if a countertrend signal looks as if it may be taking place, this is 
just as likely to result in a failure. For instance, the H&S failure in Chart 5-7 

sel1 si S naI in a bul1 market. Chart 5-8 shows another example of an 
H&S failure for Alberto Culver. 

Failures used to be fairly rare, but now seem to be more common, which 
indicates the necessity of waiting for a decisive breakout on the downside. 
If any action is contemplated, it should be taken when the price breaks 
above the nght shoulder on heavy volume (see Fig. 5-18). Usually, such sig- 
nals offer substantial profits in a very short period of time and are well worth 
acting on. Inverse H&S patterns can also fail. Again, the failure is usually 
followed by an extremely sharp selk>ff, as participants who bought in antic- 
ipation of an upward breakout are flushed out when the new bearish fun- 
damentals become more widely known. 
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Chart 5-6 Citigroup consolidation H&S top. This chart shows a consolidation H&S top tor 
Citigroup in 1998. Note how the volume is much heavier during the formation of the left shoul- 
der and the head. Also notice how it expands as the price breaks below the neckline. (From 
/ntermarket Review.) 




Double Tops and Bottoms 

A double top consists of two peaks separated by a reaction or valley in prices. 
Its main characteristic is that the second top is formed with distinedy less 
volume than the First (see Chart 5 * 9 ) . It is normal for both peaks to form at 
the same price level, but it is also possible for the second peak to slighdy 
exceed the first or to top out just a little below it Remember, this is not an 
exact science, but a commonsense interpretation of a battle between buy- 
ers and sellers. 

Minimum downside measuring implications for double tops, as shown in 
Fig. 5-19, are similar to H&S patterns. 
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Chart 5-7 DJIA 1974-1975 double bottom. Notice the lower volume established on the sec- 
top. in the sprins 0{ 1975, ^ 866 an exampIe 0( a fa!led H&s 




Figure 5-18 H&S failure. 
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Chart 5-8 Alberto Culver and a failed H&S top. This chart of Alberto Culver shows a clas- 
sic H&S failure* The neckline was violated in mid- 1993, A retracement followed, but the yel- 
low flags began to come out when the early 1994 decline failed to make a new low. If the H&S 
was going to work, this should have happened. Later, the price rallied back above the neck- 
line* At that point, the viability of the pattern was very much open to question. The real tip- 
off came when the price rallied above the down trendline joining the head and the right shoulder 
and finally when it rallied above the right shoulder at arrow X. (Fram intemwfcet Reufeiu*) 




Figure 5-19 Double top. 


A double bottom is shown in Fig, 5-20, This type of pattern is typically accom- 
panied by high volume on the first bottom, very light volume on the second, 
and very heavy volume on the breakout* Usually, the second bottom is formed 
above the first, but these formations are equally valid whether or not the sec- 
ond reaction reaches (or even slightly exceeds) die level of its predecessor. 



1*37 
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Figure 5-20 Double bottom. 

Double patterns may extend to form triple tops or bottoms, or sometimes 
even quadruple or other complex formations. Some variations are shown 
in Figs. 5-21 (a)-(c). 

The measuring implications of all these patterns are derived by calculat- 
ing the distance between the peak (trough) and lower (upper) end of the 
pattern and projecting this distance from the neckline. Chart 5-7, shown ear- 
lier, and Chart 5-10 show two classic double bottoms in the DJIA in 1974 
and 1962, respectively. 


Broadening Formations 

Right Angled 

Broadening formations occur when a series of three or more price fluctu- 
ations widen out in size so that peaks and troughs can be connected 
with two diverging trendlines. The easiest types of broadening formations 
to detect are those with a “flattened” bottom or top, as shown in Figs. 
5-22 (a) and ( b ). 

The pattern in Fig. 5-22 (a) is sometimes referred to as a right-angled broad- 
ening formation . Since the whole concept of widening price swings suggests 
highly emotional activity, volume patterns are difficult to characterize, 
although at market tops, volume is usually heavy during the rally phases. The 
patterns at both bottoms and tops are similar to the H&S variety, except that 
the head in the broadening formation is always the last to be formed. A bear 
signal comes with a decisive downside breakout. Volume can be heavy or 
light, but additional bearishfemphasis arises if activity expands at this point 
Since a broadening formation with a flattened top is an accumulation pat- 
tern, volume expansion on the breakout is an important requirement, as 
shown in Fig. 5-22 (b). Examples of broadening formations are shown in 
Charts 5-11 and 5-12. These two types of broadening formations can also 
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Figure 5-22 Broadening formations. 


^62, double bottom. This chart depicts a classic double bottom in the 
“ ?Tu,^ rin9 , 1962 - Note *at the second one was accompanied byTower vol 
ume than the first While volume expanded during the 1962 breakout the increase in activity 
was not particularly spectacular. (From Intermarket Review.) ^ 
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Chart 5-11 DJIA, 1938, right-angled triangle. This excellent example of a right-angled triangle occurred at the bottom of the 1937-1938 bear 

market. Note the substantial volume that accompanied the upside breakout. Following the breakout, the average traced out a right-angled broad- 

ening formation with a flat top. Usually, breakouts from these consolidation patterns are followed by a dramatic rise. In this case, however, the 
158 level in November was destined to become the high for the 1938—1939 bull market. ( From Intermarket Review.) 
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a right-angled broadening formation. This chart of WW Grainger 

on thB dowside tha ’ is une ^ diy — « 1 *° s 



devdcp as consolitiation patterns, as shown in Figs. 5-23 (a) and ( b ). Charts 
formatting W exam P les of jangled broadening 

™ a f° nS occasiona,1 y fail to work. Some possibilities are 
shown in Figs. 5-24(«) and (6). Unfortunately, there does not appear to be 

t Tr d WhiCh U " t0 ** 11131 the P at *rn has failed to 
perate. The best defense in such cases is to extend the diverging trend- 

S* ,S * dashed ,ines in * e figures, and await a decisive penetra- 
u°n by the pnce as confirmation. ^ 

When completed, right-angled broadening formations of both the rever- 

S”. d ** “"“r“° n T mua% resuU in a P» rticul »'ly dynamic mom. 

^ are aborted H&S formations in which ihe mom is so 
p erful that there is not time to complete the right shoulder 

. 

\ Jr > 

Orthodox*” ' 


The fina 1 t^e of broadening fonnation, known as an orthodox broadening top, 
“ ShOW1 m ** 5 ‘ 25 - This P at «rn comprises three rallies, withlaTh 

* i/ i 
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Figure 5-23 Consolidation broadening formations. 


S~13 T-Bills, 90 days, various price patterns. ( From Intermarket Review.) 

H 
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Chart 5-14 IBM— broadening formations This chart of IBM shows a form of right-angled 
broadening top. There is no doubt that the chart reflects a bull market that is becoming more 
and more unstable. However* it is more likely that the price would experience a sharp sell-off 
immediately after the breakout. In the case of IBM. however, it hung around in a trading range 
for quite a while before moving significantly lower. Note also another broadening formation in 
1 991 to 1992. This one is not exactly 'right-angled" because the lower line has a slight upward 
trajectory. Also, a classic pattern contains three complete price swings* and this one only has 
two. However, the rallies are progressively higher, thereby injecting the feeling of instability that 
is required for any broadening formation. From Intermarket Review .) 




Figure 5-24 Broadening formation failures. 



succeeding peak higher than its predecessor* and each peak separated by 
two bottoms, with the second bottom lower than the first. Orthodox broad- 
ening formations are associated with market peaks rather than market 
troughs. 

These patterns are extremely difficult to delect until some lime after the 
final top has been formed since there is no clearly definable level of sup- 
port* the violation of which could serve as a benchmark* The violent and 
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Figure 5-25 Orthodox broadening formation. 


emotional nature of both price and volume swings further compounds the 
confusion and increases the complexity of defining these situations* 
Obviously, a breakout is difficult to pinpoint under such conditions, but if 
the formation is reasonably symmetrical, a decisive move below the descend- 
ing trendline joining the two bottoms, or even a decisive move below the 
second bottom, usually serves as a timely warning that an even greater 
decline is in store* 

Measuring implications are similarly difficult to determine, but normally 
the volatile character of a broadening top formation implies the comple- 
tion of a substantia] amount of distribution. Consequently, price declines 
of considerable proportions usually follow the successful completion of such 
patterns* 


Triangles 

Triangles, perhaps the most common of all the price patterns discussed in 
this chapter, are unfortunately the least reliable. Triangles may be consoli- 
dation or reversal formations, and they fall into two categories: symmetri- 
cal and right-angled. 


Symmetrical Triangles 

A symmetrical triangle is composed of a series of two or more rallies and 
reactions in which each succeeding peak is lower than its predecessor, and 
the bottom from each succeeding reaction is higher than its predecessor 
(see Fig. 5-26). A triangle is therefore the opposite of a broadening forma- 
tion since the trendlines joining peaks and troughs converge, unlike the 
(orthodox) broadening formation in which they diverge. 
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Figure 5-26 Symmetrical triangles. 


These patterns are also known as coils, because the fluctuation in price 
and volume diminishes as the pattern is completed. Finally, both price and 
(usually) volume react sharply, as if a coil spring had been wound tighter 
and tighter and then snapped free as prices broke out of the triangle. 
Generally speaking, triangles seem to work best when the breakout occurs 
somewhere between one-half and three-fourths of the distance between the 
widest peak and rally and the apex (as in Fig. 5-27). The volume rales used 
for other patterns are also appropriate for triangles. 


Right-Angled Triangles 

Right-angled triangles are really a special form of the symmetrical type, in 
that one of the two boundaries is formed at an angle of 90 degrees, that is, 
horizontal to the vertical axis [see Figs. 5-28 (a) and (6)]. (An example is 
illustrated in Chart 5-11.) The symmetrical triangle does not give an indi- 
cation of die direction in which it is ultimately likely to break, but the right- 
angled triangle does, with its implied level of support or resistance and 
contracting price fluctuations. An example of a bearish right-angled trian- 
gle is shown in Chart 5-13. 

One difficult)' in interpreting these formations is that many rectangles 
begin as right-angled triangles. Consequently, a great deal of caution should 
be used when evaluating these elusive patterns. An example is shown in Fig. 
5-29 (a) , where a potential downward-sloping right-angled triangle develops 
into a rectangle in Fig. 5-29(4), 

Traditionally, measuring objectives for triangles are obtained by drawing 
aline parallel to the base of the triangle through the peak of the first rally. 
This line (BBm Fig. 5-30) represents the price objective that prices may be 
expected to reach or exceed. 

figure 5-30 (a) and (b) show this concept for a right-angled and symetri- 
cal mangle at bottom. 
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' (a) ^<b) 

Figure 5-28 Right-angled triangles. 



Figure 5-29 Triangle failure. 





96 


Part I: Trend-Determining Techniques 


Price Patterns 


97 



The reverse procedure at market tops is shown in Figs. 5~30(c) and {d). 
The same technique is used to project prices when triangles are of the con- 
solidation variety. However, in my own experience, I have not found this 
method to be particularly useful. I prefer instead to treat the triangle as any 
other pattern by calculating its maximum depth and then projecting this 
distance at the breakout. An example of this alternative method is shown 
in Fig. 5-31. 


Summary 

* Prices in financial markets move in trends. A reversal is characterized by 
a temporary period in which the enthusiasm of buyers and sellers is 
roughly in balance. This transitional process can usually be identified by 
dearly definable price patterns that, when completed, offer good and reli- 
able indications that a reversal in trend has taken place. 

* Until a pattern has been formed and completed, the assumption should 
be that the prevailing trend is still operative, that is, that the pattern is 
one of consolidation or continuation. This principle is more important 
when the trend has been in existence for only a relatively short period, 
because die more mature it is, the greater the probability of an impor- 
tant reversal. 


Price patterns can be formed over any time period. The longer the time 
required to form a pattern and the greater the price fluctuations within 
it, the more substantial the ensuing price movement is likely to be. 
Measuring formulas can be derived for most types of patterns, but these 
are generally minimum objectives. Prices usually extend much further. 
Price objectives are not normally achieved in one move, but are often 
reached after a series of rallies and reactions have materialized. 
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Smaller Price 
Patterns 


Most of the price patterns described in Chapter 5 can be observed in both 
reversal and continuation formations. The majority of those discussed in this 
chapter materialize during the course of a price trend and are therefore of 
the continuation variety. Since many of them are reflections of controlled 
profit taking during an advance and controlled digestion of losses during 
a decline, these patterns, for the most part, take a much smaller time to form 
than those described in the previous chapter. They most commonly appear 
in the daily charts. 


Flags 'F'ri 3 ' 

/ < 

A flag, as the name implies, looks like a flag on the chart. It represents a 
quiet pause accompanied by a trend of declining volume that interrupts a 
sharp, almost vertical rise or decline. As the flag is completed, prices break 
out in the same direction that they were moving in prior to its formation. 
Flags for both an up and a down market are shown in Figs. 6-1 (a) and {b). 
Essentially, they take the form of a parallelogram in which the rally peaks 
and reaction lows can be connected by two parallel lines. The lines move 
in a countercyclical direction. In the case of a rising market, the flag is usu- 
ally formed with a slight downtrend, but in a falling market, it has a slight 
upward bias. Flags may also be horizontal. 

In a rising market, this type of pattern usually separates two halves of an 
almost vertical rise. Volume is normally extremely heavyjust before the point 
at which the flag formation begins. As it develops, volume gradually dries 
to almost nothing, only to explode as the price works its way out of the com- 
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pleted formation. Flags can form in a period as short as 5 days or as long 
as 3 to 5 weeks. Essentially, they represent a period of controlled profit tak- 
ing in a rising market. 

The formation of the flag in a downtrend is also accompanied by declin- 
ing volume. This type of flag represents a formation with an upward bias in 
price, so the volume implication is bearish in nature, that is, rising price with 
declining volume. When the price breaks down from the flag, the sharp slide 
continues. Volume tends to pick up as the price breaks below the flag’s lower 
boundary, but it need not be explosive. Only upside breakouts in bull mar- 
kets require this characteristic. 

It is important to make sure that the price and volume characteristics 
agree. For example, the price may consolidate following a sharp rise in what 
appears to be a flag formation, but volume may fail to contract appreciably. 
In such cases, great care should be taken before coming to a bullish con- 
clusion since the price may well react on the downside. A flag that takes 
more than 4 weeks to develop should also be treated with caution, because 
these formations are, by definition, temporary interruptions of a sharp 
uptrend. A period in excess of 4 weeks represents an unafily long time for 
profit taking and therefore holds a low'er probability of being a true flag. 

Flag formations are usually reliable patterns from a forecasting point of 
riew because not only is the direction of ultimate breakout indicated, but 
the ensuing move is usually well worthwhile from a trading point of view. 
Ftags seem to form at the halfway point of a move. Once the breakout has 
taken place, a useful method for setting a price objective is to estimate the 
size of the price move in the period immediately before the flag formation 

e gan and then to project this move in the direction of the breakout. In 
tec hnical jargon, flags in this sense are said to fly at half-mast, that is, halfway 
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up the move. Since flags take a relatively short period to develop, they do 
not show up on weekly or monthly charts. 


Pennants 

A pennant develops under exactly the same circumstances as a flag and 
has similar characteristics. The difference is that this type of consolidation 
formation is constructed from two converging trendlines, as shown in Figs. 
6-2 (a) and ( b ) . In a sense, the flag corresponds to a rectangle, and the pen- 
nant to a triangle, because a pennant is in effect a very small triangle. If any- 
thing, volume tends to contract even more during the formation of a 
pennant than during that of a flag. In every other way, however, pennants 
are identical to flags in terms of measuring implication, the time taken to 
develop, volume characteristics, and so on. 

Chart 6-1 features a pennant for Alcoa in a down market Note how the 
volume shrinks during the formation of the pattern. It then expands on the 
breakout. 


Wedges 

A wedge is very similar to a triangle in that two converging lines can be con- 
structed from a series of peaks and troughs, as shown in Figs. 6-3 {a) and 
( b ). However, whereas a triangle consists of one rising and one falling line, 
or one horizontal line, the converging lines in a wedge both move in the 
same direction. A falling wedge represents a temporary interruption of a ris- 
ing trend, and a rising wedge is a temporary interruption of a falling trend. 



(a) (b) 


Figure 6-2 Pennants. 
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Chart 6-1 Alcoa pennant. (From Intermarfcet Reuiew.) 



(a) (b) 


Figure 6-3 Wedges. 


It is normal for volume to contract during the formation of both wedges. 
Since wedges can take anywhere from 2 to 8 weeks to complete, they some- 
times occur on weekly charts but are too brief to appear on monthly charts. 

Rising wedges are fairly common as bear market rallies. Following their 
completion, prices usually break very sharply, especially if volume picks up 
noticeably on the downside. 
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Saucers and Rounding Tops 

Figures 6-4 (a) and (£) show the formation of a saucer and a rounding top. 
A saucer pattern occurs at a market bottom, while a rounding top develops 
at a market peak. A saucer is constructed by drawing a circular line under 
the lows, which roughly approximates an elongated or saucer-shaped letter 
U, As the price drifts toward the low point of the saucer and investors lose 
interest, downward momentum dissipates. This lack of interest is also char- 
acterized by the volume level, which almost dries up at the time the price 
is reaching its low point Gradually, both price and volume pick up until 
eventually each explodes into an almost exponendal pattern. 

The price action of the rounded top is exactly opposite to that of the 
saucer pattern, but the volume characteristics are the same. As a result, if 
volume is plotted below the price, it is almost possible to draw a complete 
circle, as shown in Fig. 6-4 (£). The tip-off to the bearish implication of the 
rounded top is the fact that volume shrinks as prices reach their highest lev- 
els and then expands as they fall. Both these characteristics are bearish and 
are discussed in greater detail in Chapter 22. 

Rounding tops and bottoms are fine examples of a gradual changeover 
in the demand/supply balance that slowly picks up momentum in the direc- 
tion opposite to that of the previous trend. Quite clearly, it is difficult to 
obtain breakout points for these patterns since they develop slowly and do 
not offer any clear support or resistance levels on which to establish a poten- 
tial benchmark. Even so, it is worth trying to identify them since they are 
usually followed by substantial moves. Rounding and saucer formations can 
also be observed as consolidation as well as reversal phenomena and can 
take as little as 3 weeks to as long as several years to complete. 




Figure 6-4 A saucer and rounding top. 
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Gaps 

A gap occurs when the lowest price of a specific trading period is above the 
highest level of the previous trading period [see Fig. 6-5 (a)] or when the 
highest price for a specific trading period is below the lowest price of the 
previous trading period [see Fig, 6-5 (/>)], On a daily bar chart, the trading 
period is regarded as a day, whereas on a weekly chart, it is a week, and so 
on. 

By definition, gaps can occur only on bar charts on which intraday, weekly, 
or monthly prices are plotted. A gap is represented by an empty vertical 
space between one trading period and another. Gaps form in overnight trad- 
ing as good or bad news is disseminated by die market. Daily gaps are far 
more common than weekly ones because a gap on a weekly chart can fall 
only between Friday's price range and Monday's price range; that is, it has 
a 1 in 5 chance relative to a daily chart Monthly gaps are even more rare 
since such "holes” on the chart can develop only between monthly price 
ranges. The most common place to find gaps is on intraday charts at the 
open, I will have more to say on that point later. 

A gap is closed or "filled” when the price comes back and retraces the 
whole range of the gap. For daily chans, this process sometimes takes a few 
days, and at other times it takes a few weeks or months. On even more rare 
occasions, the process is never completed. 

It is certainly true that almost all gaps are eventually filled, but this is 
not always the case. Because it can take months or even years to fill a gap, 




figure 6-5 


Gaps. 
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trading strategies should not be implemented solely on the assumption that 
the gap will be filled in the immediate future. In almost all cases , some kind 
of attempt is made to fill the gap , but quite often a partial filling on a subse- 
quent test is sufficient before the price again reverts to the direction of the 
prevailing trend. The reason why most gaps are closed is that they are emo- 
tional affairs and reflect traders who have strong psychological motivations. 

We could say excess fear or greed, depending on the direction of the trend. 
Decisions to buy or sell at any cost are not objective ones, which means the 
odds of people having second thoughts when things have cooled down are 
pretty high. The second thoughts in tills case are represented by the clos- 
ing of the gap or at least a good attempt at closing it 

Gaps should be treated with respect, but their importance should not be 
overemphasized. Those that occur during the formation of a price pattern, 
known as common gaps or area gaps, are usually closed fairly quickly and do 
not have much technical significance. Another type of gap, which has little 
significance, is the one that results from a stock going ex-dividend. There 
are three other types of gaps that are worthy of consideration: breakaway, 
runaway, and exhaustion gaps, 

V PS- d* Vo ■ 

Breakaway Gaps- - _ j J f ^ o * S A oA U * v 1 V oU 

A breakaway gap is created when a price breaks out of a price pattern {as 
in Figs. 6-5(a) and (b). Generally speaking, the presence of the gap empha* 
sizes the bullishness or bearishness of the breakout, depending on which 
direction it takes. Even so, it is still important for an upside breakout to be 
accompanied by a relatively high level of volume. It should not be concluded 
that every gap breakout will be valid because the “sure thing* does not exist 
in technical analysis. However, a gap associated with a breakout is more likely 
to be valid than one that is not Gap breakouts that occur on the downside 
are not required to be accompanied by heavy volume. 

Continuation or Runaway Gaps ’ - A 0 l i 

Runaway gaps occur during a straight-line advance or decline when price 
quotations are moving rapidly and emotions are running high. Either they 
are dosed very quickly, such as within a day or so, or they tend to remain 
open for much longer periods and are not generally closed until the mar- 
ket makes a major or intermediate swing in the opposite direction to the 
price movement that was responsible for the gap. This type of gap often 
occurs halfway between a previous breakout and the ultimate duration of 
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Figure 6-6 Runaway and exhaustion gaps. 


the move. For this reason, continuation gaps are sometimes called Treasur- 
ing gaps [see Figs. fr6(a) and (6)}, 


Exhaustion Gaps 

A price move sometimes contains more than one runaway gap. This indi- 
cates that a very powerful trend is in motion, but the presence of a second 
or third gap should also alert the technician to the fact that the move is likely 
to run out of steam soon. Hence, there is * possibility that a second or third 
runaway gap will be the final one. An exhaustion gap is therefore associated 
with the terminal phase of a rapid advance or decline and is the ast m a 

series of runaway gaps [see Fig. 6*6(6)], , 

One clue that an exhaustion gap may be forming is a level of volume a 
is unusually heavy in relation to the price change of that day. In such a case, 
volume usually works up to a cfe'sc&do well above previous levels. 
Sometimes the price will close near the vacuum (or gap) and wel away rom 
its extreme reading. If the next day’s trading creates an “island” on which 
the gap day is completely isolated by a vacuum from the previous day s tra - 
mg, this is usually an excellent sign that the gap day was in fact the turning 
point. This indicates only temporary exhaustion, but should be a re ag 
that signals to highly leveraged traders that they should liquidate or cover 

their positions. , , 

If the gap is the first one during a move* it is likely to be a runaway ra er 
than a breakaway type, especially if the price objective called for by a P n ^ e 
pattern has not yet been achieved- Aa exhaustion gap should not e 
regarded as a sign of a major reversal, but merely as a signal that, at t e very 
least, some form of consolidation should be expected. 
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The Importance of Gaps as Emotional Points 

As we shall learn later, the places where gaps start or terminate are poten- 
tial pivotal Joints on a chart because they represent high emotion. If you 
have an argument with a friend and one of you really shouts loudly at one 
point, you will both remember that particular moment because it represents 
an emotional extreme. The same principle can be applied to technical analy- 
sis since charts are really a reflection of psychological attitudes. This means 
that pps have the potential to become important support-resistance levels 
that have the power to reverse short-term trends. We will have more to sav 
on this matter in Chapter 15. 7 


Gaps on Intraday Charts 


There are really two types of opening gaps in intraday charts. The first devel- 
ops 38 P nce * open beyond the trading parameters of the previous session, 
as m Chart 6-2. 1 11 call these classic gaps since these are the ones that also 
appear on the daily charts. 

The second, more common gap develops only on intraday charts as the 
opening pnce of a new day gaps well away from the previous sessions’ clos- 
ing bar 1 11 call these gaps intrabar gaps because they only fall between two 
bars calculated on an intraday time frame. For example, in Chart 6-3 the 
pnce opened up higher and created a gap. However, if you look back you 


Chart 6-2 March 1997 bonds' 15-minute bar. { From Martin Pring's introduction to Daytrading.) 
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will see that the trading range of the previous day (contained within the box 
on the left) was not exceeded at the opening price; thus, on a daily chart, 
there would have been no gap. 

If you are a trader with a 2- to 3-week time horizon using intraday charts, 
you should approach gaps in a different way than if you have a 1- or 2-day 
time horizon. 

The first category 7 should try to avoid initiating trades at the time the gap 
is created. This is because almost all gaps are eventually closed. Sometimes 
this happens within a couple of hours, and at others it can take 2 or 3 weeks. 
Consequently, if you buy on an opening gap on die upside, as in Chart 6-3, 
you run the risk that it will soon be closed. The problem is you do not know 
whether it will be in 2 days or 4 weeks. 

Intraday traders are also advised to step aside when the market opens 
sharply higher or lower. In the case of stocks, this is caused by an order 
imbalance. That means that the market makers are forced to go short so 
diat they can satisfy the unfilled demand. They naturally try to get the price 
a litde higher at the opening so diat it will come down a litde, enabling them 
to cover all or part of the short position. The process will be reversed in the 
case of a lower opening. The key then is to watch what happens to the price 
after the opening range. Normally, if prices work their way higher after an 
upside gap and opening trading range, tins sets the tone of the market for 
at least the next few hours, often longer. 


Chart 6-3 March 1997 bonds 15-minute bar. (From Martin Pring’s Introduction to Daytrading.) 
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On the other hand, if the price starts to close the gap after a few bars, 
then the tone becomes a negative one. In Chart $-4 featuring Merrill 
Lynch, there is an opening gap on Wednesday. After a bit of backing and 
filling, the price gradually works its way lower throughout the day. The sig- 
nal that the opening could be an aberration develops after the price slips 
below the trendline. Note how the trendline proves to be resistance for 
the rest of the session. Thursday again sees an opening gap, but this time 
.V^J^ re is ver >' litt3e in the way of a trading range since the price continues 
to climb. Again, the rally away from the opening bar sets the tone for the 
■' resl of the day On Friday another gap appears, but this time the opening 
trading range is resolved on the downside as the price breaks below the 
$86 level flagged by die line. Once again, this proves to be resistance for 
the rest of the day. 


Island Reversals 

An island reversal is a compact trading range created at the end of a sus- 
tained move and isolated from previous price behavior by an exhaustion gap 
and a breakaway gap. A typical island reversal is shown in Fig. 6-7 and in 
Chart 6-5. 


Chart 6-4 Merrill Lynch's 7- to 5-minute bar. ITelescan.) 



Chart 6-5 American Airlines (AMR) and an island reversal. (From Intermarket Review.) 
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Figure 6-7 bland reversal. 
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Summary 

* , and wedges are short - term price patterns that usually 
develop halfway along a sharp price movement Their development is nor- 

y complete within 3 weeks, and they represent periods of quiet price 

patterns. 111 C ° nlraCting V ° ,Ume - They are almost continuation 
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typically followed by substantial price movements. In both formations, vol- 
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g*p is essentially a vacuum or hole in a bar chart. Ex-dividend and area 
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diTend. rUnaWay 8apS m thC middle ° f 3 move * and exhaustion gaps at 

# Ihem.in^ 15 3re "T? pHCe paUems ° r con gestion areas isolated from 

an inter A trend by tW0 gaps ' They often signaJ * e termination of 
an intermediate move. 
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One- and Two-Bar 
Price Patterns 


Background 

The price pattems we have considered so far take some time to complete, 
usually at least 15 bare. They all reflect changes in die relationship between 
buyers and sellers, which tells us that there has been a reversal in psychology. 
Historically, the pattems described in this chapter were called 1- and 2- 
day patterns or 1- and 2-week pattems. With the advent of intraday charts, 
the tide ‘‘inside days, outside days," and so on is no longer a generic term. 
Therefore, I have chosen to use the term “bar" with these patterns since it 
applies to all charts from 1-minute bars up to monthly ones. 


r*--i -■ • • • - - . • . ; * 4 v:-‘. „ - ■ 

Major Technical Principle One- 'and two-bar ' patterns reflect 
changes'in psychology that have a very short-term influence on prices. 


We have already established that a key factor influencing the significance 
of a pattem is its size. Since these one- and two-bar patterns do not take very 
long to form, they are, by definition, only of short-term significance. For 
example, a 1-day pattem would only be expected under nonnal circum- 
stances to affect the price over a 5- to 15-dny period. A two-bar pattern cre- 
ated from 10-minute bars would influence the trend over the course of the 
next 50 minutes to an hour or so. Even so, the more I study these pattems, 
the more impressed I become with their capability to reliably signal short- 
term trend reversals. 


ill 
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Not all one- and two-bay patterns are therefore created equal. What we are 
doing is hunting for clues as to the degree of exhaustion being signaled by 
a particular reversal phenomenon. I could say the word “help,” for example, 
but if I shout it from the rooftop, you will get the message that I need help 
far more clearly. The same principle operates.in, the marketplace. For exam- 
ple, if an outside bar (discussed later) encompasses the trading range of three 
or four bars, it is likely, other tilings being equal, to be more significant than 
if it barely encompasses the trading range of one, and so forth. 

There are a couple of ground rules to bear in mind when interpreting 
one- and two-bar patterns: 

• They generally signal an exhaustion point In the case of an uptrend, such 
formations develop when buyers have temporarily pushed prices up too 
far and need a rest. In the case of downtrends, there is little if any sup- 
ply, because sellers have completed their liquidation. Such patterns are 
almost always associated with a reversal in the prevailing trend. 

• In order for these formations to be effective, there must be something to 
reverse. This means that top reversals should be preceded by a meaningful 
rally, and bottom formations should be preceded by a sharp sell-off. 

• It is important to interpret these patterns not so much as black and white, 
but as shades of gray, because not all patterns are created equal. Some 
show all of the characteristics I will be describing later in a very strong 
way. Others will reflect just a few characteristics in a mild way. What we 
might call a five-star pattern, with all the characteristics, is more likely to 
result in a strong reversal than, say, a two-star pattern that has mild char- 
acteristics. It is therefore necessary to apply a certain degree of common 
sense to their interpretation rather than jumping to an immediate con- 
clusion that the presence of one of these patterns guarantees a quick, prof- 
itable price reversal. 


Outside Bars 

utside bars are those in which the trading range totally encompasses that 
of the previous bar. They develop after both downtrends and uptrends, and 
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represent a strong signal of exhaustion. An example of a top reversal is 
shown in Figs. 7-1 {a) and ( b ) and a bottom reversal in Figs. 7-2 (^) anc ^ ^)- 
For those not familiar with bar charts, the top of the bar rep^ 8611 ^ 
high, and the bottom, the low. The tick to the left indicates th e opening 
price, and that to the right, the closing price. 



l^SJure 7-1 Outside bars at tops. 
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Figure 7-2 Outside bars at bottoms. 


There are several guidelines for deciding on the potential significance of 
an outside bar. They are as follows: 

The wider the outside bar relative to the preceding ones, the stronger the 

The sharper the rally (reaction) preceding the outside bar, the more sig- 
nificant the bar. 
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• The more bars encompassed, the better the signal. 

• The greater the volume accompanying the outside bar relative to previ- 
ous bars, the stronger the signal. 

• The closer the price closes to the extreme point of the bar away from the 
direction of the previous trend, the better. For example, if the previous 
trend is down and the price closes very near to the high of the outside 
bar, this is more favorable than if it closes near the low and vice versa. 

Some comparative examples of strong and weak outside bars are featured 
in Fig. 7-3. 

When considering outside bars or any of the other 1- and 2-bar price pat- 
terns, it is important to ask yourself the question: What is the price action 
of this bar telling me about the underlying psychology? Wide bars, sharp 
preceding rallies or reactions, and high volume all suggest a change in the 
previous trend of sentiment. 

Chart 7-1 features an example of an outside bar for Merrill Lynch. It rep- 
resents what I would call a five-star signal since it has pretty well all of the 
characteristics of a strong reversal. 

The price was in a persistent downtrend for the afternoon of the 21st. 
Then, a strong bar develops, totally encompassing the trading range of the 
previous bar. This is a pretty strong statement because the bar opens close 
to its low and closes almost at its high. Note also the very high volume that 
accompanies this outside bar. 

Several outside bars are apparent in Chart 7-2. Example A is a good one 
because it is preceded by a relatively strong rally and is reasonably wide. 


1 .The wider the bar relative to 
preceding bars, the better 
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figure 7-3 Assessing the significance of outside bars. 
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Chart 7-1 Merrill Lynch’s 10-minute outside bar. (From Pring Research.) 
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Chart 7-2 S&P Composite 5-minute outside bars. (From Pring Research.) 
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Example B completely fails. The reasons lie in the fact that the close is right 
on the low, the bar is not much larger than the previous one, and is not pre- 
ceded by much of a decline. Thus, while in a strict technical sense it is an 
outside bar, it is not signaling much in the way of a change in sentiment. 

Even though Example C is not really successful and it is preceded by a 
decline, it is a reasonable size larger than its predecessor, and closes at its 
high. I purposely put in this example to show that even when a substantial 
number of the requirements are present, this does not guarantee the suc- 
cess of a pattern. 

Finally, Chart 7-3 shows two more examples of outside bars for the Dow 
Jones Industrial Average (DJIA) in March 2001. The first represents a rever- 
sal from a downtrend to an uptrend. The second marks the top of a very 
sharp rally. Note that it is very wide, encompasses the three previous bars, 



Chart 7-3 DJIA 60-minute outside bars. (From Pring Research.) 
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and also violates a good up trendline. Add to this the fact that it also expe- 
riences a whipsaw break to the upside and you have all the ingredients of a 
dramatic change in sentiment. 


Inside Bars 

Inside bars are the opposite of outside bars in that they form totally within 
the trading range of the preceding bar. An outside bar indicates a strong 
reversal m sentiment, but an inside one reflects a balance between buyers 
and sellers following a sharp up- or down-move, which is usually later 
resolved by a change in trend. During the period preceding the second bar 
of this formation, buyers or sellers have everything going their way depend- 
ing on the direction of the trend. Then a more even balance sets in during 
the formation of the inside bar, which then gives way to a trend in the oppo- 
site direction. Examples of inside bars are shown in Figs. 7-4(a) and (b) and 
Figs. 7-5 (a) and ( b ). 

The guidelines for determining the significance of an inside bar are as 
follows: 

• The sharper the trend preceding the pattern, the better. 

• The wider the first bar and its immediate predecessors in relation to pre- 

vious bars, the better. This brings the strong underlying momentum of 
the prevailing trend to a sort of climax. \ 

• The smaller the inside bar relative to the outside bar, the more dramatic the 
change in the buyer/seller balance and therefore the stronger the signal. 

o ume on the inside bar should be noticeably smaller than that of the 
preceding bar since it indicates a more balanced situation. 

- Chart 7 " 4 shows examples of inside bars. The first marks the end of 
> 7 iar P September/November decline. Note the substantial width of the 
r L r and — e P a,ti y range of the actual inside bar. During the formation 
of the first bar, volume is very heavy and the price declines sharply. No doubt 
here that sentiment is strongly on the bearish side. Then, on the second day, 
volume dries up appreciably and the trading range is dramatically reduced, 
thereby indicating a fine balance between buyers and sellers. Although this 
marks the bottom of the move, the next short-term trend is essentially a side- 
ways one. Quite often we find that with inside bars there is a change as 
opposed to a reversal in trend. & 

The second inside pattern develops just under halfway up the rally and 
is followed by a sideways trading range. The move is topped off by a two-bar 
reversal, which is discussed in the next section. 
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figure 7-4 Inside bars at tops. 


Chart 7-5 shows some more inside bars, this time on an intraday chart. 
Example A is followed by a pretty good rally, though the quality of the sig- 
nal is not that great since there is not much of a contrast between the actual 
inside bar and its predecessor. Example B is an outright failure since the 
price continues to advance. This shows that when a strong trend is under- 
'vay, price patterns can and do fail. Indeed, their very failure can often be 
a clue to the strength of that trend. 
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(b) 


Figure 7-5 Inside bars at bottoms. 


Finally, example Cis a classic* The two final bars expand considerably in 
size* The actual inside bar is relatively small. Note also how the open and 
dose develop at almost identical prices, thereby confirming the idea of a 
very Fine balance between supply and demand* 


One- and Two-Bar Price Patterns 


121 


Chart 7-4 Oxford Industries 1 2000-2001 two-bar reversal and inside bars. (From Pring 
Research.) 



Chart 7-5 The S&P Composite s 5-mlnute Inside bars. (From Prfng Research.) 
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Two-Bar Reversal 

A two-bar reversal is a classic way in which charts signal exhaustion. These 
patterns develop after a prolonged advance or decline. Examples are shown 
in Figs. 7-6 to 7-8. 

The first bar of the formation develops strongly in the direction of the then 
prevailing trend. For a five-star signal in an uptrend, we need to see the close 




Figure 7-6 Twobar reversals at tops. 



Figure 7-7 Two^bar reversals at the rally peak. 
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Figure 7-8 Two-bar reversals at bottoms. 


i' 


-Li 


Second bar opens near 
the low and doses near 
the previous opening 


of the bar at, or very close to, its high. At the opening of the next period, 
buyers come in expecting more of the same. This means the price should 
open very close to the high of the previous bar. However, the whole point of 
the two-bar reversal is that a change in psychology takes place as the bar 
closes slightly above or slightly below the low of the previous bar. Hence, the 
high expectations of participants at the opening of the bar are totally dashed 
at the end of the period, indicating a reversal in sentiment. To be effective 
this has to be a climactic experience. This means that the two-bar reversal 
should contain as many of the following elements as possible: 

• It needs to be preceded by a persistent trend — the sharper the better. 

• Both bars should stand out as having exceptionally wide trading ranges 
relative to previous bars (see Fig. 7-7 for an uptrend) . 

• The openings and closings of both bars should be close to the extreme 

points of the bar. 

• An expansion of volume on both bars enhances the concept of a change 
in sentiment. 

Chart 7-6 shows a two-bar reversal for June gold in March of 2001. In many 
cases, such patterns will be followed by an immediate advance. In this case, 
the advance was delayed a day as an additional piece of evidence indicated 
a trend reversal. This came in the form of an inside bar that developed on 
the day after the two-bar reversal. I have noticed that such “double patterns 
are often quite effective in signaling reversals. Note also that the second bar 
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Chart 7-6 June 2001 Gold Futures’ two-bar reversal. ( From Pring Research.) 



in tile twobar reversal encompasses the first bar. In effect, this is an outside 
bar. The two-bar reversal pattern rule does not require an outside bar* but 
its very presence reinforces the idea that sentiment has definitely reversed. 
If we are looking at the quality of a signal, I would certainly add points for 
this and the inside bar. 

Chart 7-7 shows a two-bar reversal at the climax of a rally in US Bancorp 
in the fall of 2000. Note how the volume expands dramatically. Also, volume 
on the second day is slightly higher than fhat on the first, thereby provid- 
ing an additional clue that the tide has turned in favor of the sellers. 

These one- and two-bar price patterns generally have an effect for a very 
short period of time. They are not therefore suitable for long-term investors. 
However, for traders who are looking for clear-cut entry and exit points, they 
can be of immense value. 

' \ 

Key Reversal Bars 

A key reversal bar is one that develops after a prolonged rally or reaction. 
Often the trend will be accelerating by the time the price experiences the 
key reversal bar. The classic pattern has the following characteristics: 
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Chart 7-7 US Bancorp 2000 two-bar reversal. (From Pring Research.) 



• The price opens strongly in the direction of the prevailing trend. 

• The trading range is very wide relative to the preceding bars. 

• The price closes near or below the previous close (or near or above the 
previous close in a downtrend reversal) . 

• Volume, if available, should be climactic on the key reversal bar. 


An example of a key reversal bar is featured in Fig. 7-9. In many cases, a 
retracement move (see Fig. 7-10) follows a key reversal bar (see Fig. 7-11), 
especially if the initial reversal in trend is unduly sharp. Normally, the 
extreme point of the reversal bar is not exceeded. Figure 7-11 shows a key 


reversal bar at a bottom. 


i Chart 7-8 shows a classic example beginning in September 1999, as the 

short-term rally is climaxed by an explosion of volume and a wide key rever- 
sal bar. Quite often a key reversal is followed by a sharp change in trend and 
a subsequent retracement. That is exactly what happens in this case as the 
Price rallies in the fourth and fifth sessions following the key reversal. Note 
that the termination of this brief collective advance is signaled by an out- 
side day. Even though these one- and two-bar patterns only have short-term 
- significance as a general rule, quite often they can prove to be the first 
domino in a major trend reversal. It all depends on the maturity of the trend 
question together with the position of the longer-term indicators. 
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Figure 7-10 Key reversal bar and retracement moves. 


The second example of a key reversal to the right is also a good one in 
t at volume expands along with the trading range. However, it is not pre- 

ce ed by much of a rally and would not therefore earn as many stars as the 
first one. 



Key reversal ► -I 
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Figure 7-11 Key reversal bar at bottoms. 



Chart 7-9 features the 1998 bottom for Merrill Lynch. Note that the actual 
of the bottom experiences a classic key bar reversal. The volume also 
cooperates by expanding as the stock bottoms. It is also possible to construct 
a small down trendline, the violation of which confirms the signal being 
by the reversal bar. 
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Chart 7-9 Merrill Lynch 1998 key reversal bar. (From Prlng Research.) 



The intraday example in Chart 7-10 almost meets all of the qualifications, 
except that the opening is only slightly above the previous close. Even so, 
this bar does indicate exhaustion. One tip-off is the fact that the upper end 
of the bar sticks out like a sore thumb above the previous two sessions. In 
other words, the price broke out strongly to the upside, but was unable to 
hold its gains, and by the close it had given up ground over the previous 
period. 


Exhaustion Bars 

Exhaustion bars develop after a really sharp up- or down-move. They are a 
form of key reversal, but differ sufficiendy enough to warrant their own cat- 
egory. 

The requirements for an exhaustion bar are as follows: 

• The price opens with a large gap in the direction of the then-prevailing 
trend. 

• The bar is extremely wide relative to previous bars. 

• The opening price develops in the lower half of the bar in a downtrend 
and in the upper half in an uptrend. 


Chart 7-10 S&P Composite 5-minute pinocchio bar. (From Prtng Research.) 



• The closing price should be both above the opening and in the top half 
of the bar in a downtrend and in the lower half and below the opening 
in an uptrend. 

• The bar is completed with a gap to the left still in place. 

Examples of exhaustion bars for both a bottom and top are featured in 
Figs. 7-12 and 7-13. They differ from the one-bar island reversal in that there 
is no gap between the exhaustion bar and its successor. Examples of one- 
bar island reversals are shown in Fig. 7-14. 

What we are looking for here is for an extreme movement in the price 
that is preceded by an already strong move. The idea that the bar opens with 
a huge gap and closes in the opposite direction reflects the concept of a 
reversal in psychology. The large gap and wide trading range also point out 
the kind of frenzied activity associated with a turn. 

Chart 7-1 1 shows an example of the daily price action of Kellwood. It was 
followed by a 10-day rally, a stark reminder that all these one- and two-bar 
formations have short-term significance. 

The exhaustion bar in Chart 7-12 does prove to be the actual bottom. 
Note how the termination of the test in mid-October was signaled by an 
inside day. 

You will find that gaps almost always develop on the intraday charts at 
the open due to some overnight change in psychology. This means that 
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Figure 7-13 Emotional bar at tops. 


exhaustion bars tend to be more prevalent in these very short term charts. 
Chart 7-13 shows an exhaustion bar for the NYSE Composite. It has all the 
characteristics: a large gap, a close higher than the opening, a wide range, 
and so on. It is also followed by an inside bar that adds a further piece of 
evidence that the trend had changed. 



One- and Two-Bar Price Patterns 


131 



Pinocchio Bars 

Exhaustion also shows itself in other forms that are different from the char- 
acteristics we have so far been looking at I call these Pinocchio bars because 
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Chart 7-12 Wamaco exhaustion bar. (From Prirtg Research.) 



Chart 7-13 NYSE Composite 5-minute 1997 exhaustion bar. (From Pring Research .) 



they temporarily give us a false sense of what is really going on. They are 
bars in which the bulk of the trading takes place outside the previous and 
subsequent trading ranges and that therefore give a false impression of a 


breakout The character Pinocchio cannot hide that he is lying because his 
nose gets bigger. In the case of our Pinocchio bar, it is the isolated part of 
the bar above (below in a down trend) the open and close that is the big 
nose, which signals a probable false move by the end of the bar. Figures 7-15 
and 7-16 offer two examples of false upside Pinocchio breaks. Figure 7-16 
offers the idea that when a false break develops above a down trendline, this 
is indicative of exhaustion since the price cannot hold above the strong resis- 
tance reflected by the trendline. 




Figure 7-16 Pinocchio bars and down trendlines. 
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Marketplace examples of Pinocchio bars are featured in Charts 7-14 and 
7-15. The first shows a break above the trading range, which was nullified 
by the time the bar closed. The second shows a false break to the downside. 



Chart 7-15 S&P Composite 10-minute 1997 Pinocchio bar. (From Pring Research.) 
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As so often happens following whipsaws, the price moves in the direction 

opposite to that indicated by the break. 

One important fact about exhaustion is that the extremity of the move 
often proves to be an important support or resistance point. In this respect, 
it is often a good idea to place a stop loss a little bit beyond the extremity 
of the Pinocchio bar, provided, of course, that it still results in a reasonable 
risk reward. 


Summary 

• One- and two-bar reversals reflect exhaustion and signal a change, usu- 
ally a reversal in trend. 

• To be effective, they must be preceded by a worthwhile move. 

• Their trend reversal significance is only of short-term duration. What con- 
stitutes as short-term will depend on the time span of the bar or bars m 
question. Daily or weekly reversal patterns will be far more significant than 

10-minute bars. . . .. 

• Reversal bars that contain more of the required characteristics norma y 

provide stronger signals than those that only have a few. 





8 

Trendlines 


A review of any chart will quickly reveal that prices usually move in trends. 
Quite often, a series of ascending bottoms in a rising market can be joined 
together by a straight line, and so can the tops of a descending series of rally 
peaks. These lines, known as imtdUnes } are a simple but invaluable addition 
to the technical arsenal [see Figs. 8-1 (a) and (£)], 


How to Draw Trendlines 

A proper trendline has to connect two or more peaks or troughs; otherwise, 
it will be drawn in space and will have no significance, I often see people 
constructing lines that only touch one point, as in Fig. 8-2, See how the line 
misses the second trough. This is a fundamentally important point because 
whenever you draw or interpret a trendline, never ever forget that a true 
trendline is a graphic way of representing the underlying trend. Conse- 
quently, if it only touches one point, it is not a true h^ndUne* 

Ideally, an up trendline is constructed by connecting the final low with 
the first bottom in the rally, as line A— D in Fig. 8-3, In the case of a primary 
trend, this would be the bear market low and the first intermediate bottom, 
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and rice versa. For line A-D in Fig. 8-3, the first low develops fairly dose to 
the final bottom, which results in a fairly shallow line. However, the price 
allies sharply, which means that the violation of the line will develop well 
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after the final peak. In such situations, it is better to reconstruct the trend- 
hne as the pnce moves up. In Fig. 8-3, this is line B-C, which is obviously a 
better reflection of the underlying trend. Down trendlines are constructed 
using the same principles, but in reverse. 


Bar Versus line or 
Close-Only Charts 

You probably already have noticed from previous chapters that some charts 
are plotted with bars and others as line charts. The question naturally arises 
as to wh.ch form of chart should be used for the purposes of trend and 
trendline analysis. In most cases, bar chans offer quicker signals, whether 
l is a peak-trough progression, price pattern completion, or trendline vio- 
Iatiom The problem in technical analysis is that speed comes with a price, 

fk P f nC I- ,n th ,' S J case ,s more whipsaws. It is important to remember 
that with traditional daily or weekly chans, the closing price is very impor- 
nt because it separates those who are willing to take home a position 
ove rnight or over a weekend from those who are not. Closing prices have then, 
f aditwnaUybeen considered to be more important chart points than highs or lows. 

Also, since there is much excitement during the day as unexpected news 
breaks, highs and lows often represent random points on the chan For this 
reason, it is often a better idea to construct trendlines using dosing data. I 
am not going to say that is always the case because some bar trendlines have 
greater significance than close-only ones based on the rules outlined for sig- 
nificance and described later in this chapter. Thus, it is always crucial to apply 
common sense as much as strict technical rules. 


Trendline Breaks Can Signal 
Reversals or Consolidations 

Some trends can be sideways, that is, a trading range, so it follows that trend- 

mSof" ° T™ horizontaU y- ^ neckline of a head-and-shoulders 
f Jr Pat i^ m ° r the u PP er or lower boundary of a rectangle is really a 
trendline. The penetration of these lines warns of a change in trend, as does 


Trendlines 


139 


the penetration of rising or falling trendlines. In effect, these lines repre- 
sent points of support (rising trendline) and resistance (declining trend- 
line). 

The completion of a rectangle pattern can signify either (1) a reversal in 
the previous trend, in which case it becomes known as a reversal pattern, or 
(2) a resumption of the previous trend, when it is defined as a consolidation 
or continuation pattern. Similarly, the penetration of a trendline will result in 
either a reversal of that trend or its continuation. Figure 8-4 illustrates this 
point from the aspect of a rising price trend. In Fig. 8-4 (a), the trendline 
joining the series of troughs is eventually penetrated on the downside. The 
Fourth peak represents the highest point in the bull market, so the down- 
ward violation of the trendline signals that a bear market is underway. 

The upward price trend and (solid) trendline penetration in Fig. 8-4 (b) 
are identical to those in Fig. 8-4 (a), but the action following this warning 
signal is entirely different because the trendline violation merely signals that 
the advance will continue, but at a greatly reduced pace. A new (dashed) 
trendline is subsequently constructed. 

Unfortunately, there is no way of telling at the time of the violation which 
possibility will prove to be the outcome. 

Also, valuable clues can be gleaned by applying other techniques 
described in subsequent chapters and by evaluating the state of health of 
the market’s overall technical structure (examined in Parts II through IV). 



sera! rule, the violation of trend- 
iscent is more likely to result in 


mm 
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Using the techniques discussed in Chapter 5 also help. For example, in a 
rising market, a trendline penetration may occur at the time of, or just 
before, the successful completion of a reversal pattern. Some possibilities 
are shown in Fig. 8-5 and Chart 8-1. In Fig. 8-5(a), the rising trendline joins 
a series of bottoms, but the last two troughs represent reactions from a right 
shoulder and head that are part of an ascending H&S pattern. Figures 8-5 (6) 
and ( c ) represent a similar situation for a rectangle and a broadening top. 

Figure 8-6 illustrates the same phenomenon from the aspect of a bear 
market reversal. If the violation occurs simultaneously with or just after the 
completion of a reversal pattern, the two breaks have the effect of rein- 
forcing each other. Sometimes, however, as in Fig. 8-7, the trendline viola- 
tion occurs before the completion of the pattern. In such cases, the break 
should be regarded as a sign of an interruption of the prevailing movement 
rather than as a sign of reversal, because a trend is assumed to continue until 
the weight of the evidence indicates otherwise. 

During an advance, a setback below the previous trough should develop. 
This would confirm an actual reversal. The opposite will occur in the case 
of a declining market [see Fig. 8-7(6)]. Further clues as to the significance 
of a specific trendline violation can be gleaned from volume characteristics, 
as described in Chapters 5, 6, 7, and 22. 

For example, if a series of ascending peaks and troughs is accompanied 
by progressively lower volume, it is a sign that the advance is running out 
of steam (since volume is no longer going with the trend) . In this instance, 
a trendline violation is likely to be of greater significance than if volume had 
continued to expand with each successive rally. It is not necessary for a down- 
side penetration to be accompanied by high volume, but a violation that 
occurs as activity expands emphasizes the bearish undertone because of the 
obvious switch in the demand/supply balance in favor of sellers. 



Figure 8-5 Simultaneous trendline and price pattern breaks at tops. 
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Chart 8-1 Invesco Energy Fund and simultaneous trendline price pattern violations. This chart 
shows two examples of a trendline break and pattern completion developing close together. At 




Figure 8-6 Simultaneous trendline and price pattern breaks at bottoms. 


Extended Trendlines 

Most people observe the violation of a trendline and then assume that the 
tre nd has changed and forget about the line. This is a mistake because an 
extended line can become just as important as the previous violated line. 
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Figure 8-7 Delayed price pattern breaks at tops and bottoms. 



Just as a return move often happens following a breakout from a price 
pattern, a similar move, known as a throwback, sometimes develops follow- 
ing a trendline penetration. Figure 8-8 (a) shows a trendline reversing its pre- 
vious role as support, while the throwback move turns it into an area of 
resistance. Figure 8-8(6) shows the same situation for a declining market. 

Chart 8-2, for instance, shows an up trendline break for the Morgan 
Stanley Capital International (MSCI) Eastern European (Stock) Index. 
The penetration of this relatively steep line resulted in a consolidation break. 
As the price worked its way higher, it found resistance on two occasions. 

Chart 8-3 shows the same idea but for a down trendline for the Euro. In 
this instance, the line continually reversed its role, starting out as resistance, 
then support, and finally resistance again. 


Logarithmic (Ratio) Versus 
Arithmetic Scales 

The importance of plotting charts on a logarithmic as opposed to an arith- 
metic scale was discussed in Chapter 5. The choice of scale is even more crit- 
ica for a timely and accurate use of trendline analysis, because at the end 
of a major movement, prices tend to accelerate in the direction of the pre- 
vailing trend, that is* they rise faster at the end of a rising trend and decline 
more sharply at the termination of a bear market [see Figs. &9 (a) and (flj. 
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Figure 8-8 Extended trendlines at tops and bottoms. 


Chart 8-2 MSCI Eastern Europe Index showing the Importance of extended lines. (From 
uwio.prmg.com.) 



In a bull market, prices rise slowly after an initial burst* and then advance 
at a steeper and steeper angle as they approach the ultimate peak* looking 
rather like the left-hand cross section of a mountain. 

Chan 8-4 shows that this exponential movement in late 1999 for the 
Athens General SE Index took the price well away from the trendline in the 
u Pper, arithmetically based chart. Consequently* the price had to fall that 
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Figure 8-9 Arithmetic and ratio scale breaks at tops. 


much farther before a penetration of the trendline could take place. As a 
result, up trendlines are violated more quickly on a logarithmic than on an 
arithmetic scale. This can be seen from the vertical arrow. Conversely, down 
trendlines are violated sooner on an arithmetic scale. Note that at the end 
of the chart, the up trendline on the arithmetic scale has been violated, 
whereas the logarithmically based one has not. 

Generally speaking, penetration of a logarithmically based trendline is 
more accurate in reflecting trend reversals than the penetration of an arith- 
metically based trendline. 
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Chart 8-4 Athens General showing the differences between arithmetic and ratio scaling. 
(From urujw.pring.com.) * 



Significance of Trendlines 

It has been established that a break in trend caused by the penetration of a 
trendline results in either an actual trend reversal or a slowing in the pace of 
the trend. Although it may not always be possible to assess which of these alter- 
natives will develop, it is still important to understand the significance of a 
trendline penetration; the following guidelines should help in evaluation. 


Major Technical PrincH° ,r 


pie - The significance of a trendline is a func-‘ 

-a--:- L — l_ iL __" 





Length of the Line 

pie size or length of a trend is an important factor, as with price patterns. 

a series of ascending bottoms occurs over a 3- to 4-week span, the result- 
i ng trendline is only of minor importance. If the trend extends over a period 
° to 3 years, however, its violation marks a significant juncture point. Just 
^member, big trends result in big signals, small trends in small signals. 
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Number of Times the Trendline 
Has Been Touched or Approached 

A trendline derives its authority from the number of times it has been 
touched or approached; that is, the larger the number, the greater the sig- 
nificance. This is true because a trendline represents a dynamic area of sup- 
port or resistance. Each successive “test" of the line contributes to the 
importance of this support or resistance role, and thus the authority of the 
line is a true reflection of the underlying trend. Just remember that a close 
encounter with the line (an approach) is almost as important as an actual 
touching of the line because it still reflects the line’s importance as a sup- 
port or resistance area. 

Also, if a line gains significance from the fact that it has been touched or 
approached, the extended line will become equally as important, but from 
a reverse point of view since extended lines reverse their support/resistance 
functions. 

Angle of Ascent or Descent 

A very sharp trend, as in Fig. 8-10, is difficult to maintain and is liable to be 
broken rather easily, even by a short sideways movement. All trends are even- 
tually violated, but the steeper ones are likely to be ruptured more quickly. 
The violation of a particularly steep trend is not as significant as that of a 
more gradual one. The penetration of a steep line usually results in a short 
corrective movement, following which the trend resumes, but at a greatly 
reduced and more sustainable pace. Usuall y, the pene tration of a steep 
tr ?^^ ne re P r £ seilt:s a continuation rather than a reversal break. 

Measuring Implications 

Trendlines have measuring implications when they are broken, just as price 
patterns do. The vertical distance between the peak in the price and the 
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trendline is measured during a rising trend (Aj in Fig. 8-11). This distance 
is then projected down from the point at which the violation occurs (A 2 ). 

The term price objective is perhaps misleading. Objectives are usually 
reached when a trendline violation turns out to be a reversal, but because 
they are more often exceeded (as with price patterns), the objective 
becomes more of a minimum expectation. When prices move significantly 
through the objective, as in Fig. 8-12, this area often becomes one of resis- 
tance to the next major rally or support for a subsequent reaction. 
Figure 8-13 shows the same possibilities for an upside breakout. 



Figure 8-11 Measuring implications. 



Figure 8-12 Downside measuring objectives. 



Figure 8-10 Sharp-angled trendlines. 


Figure 8-13 Upside measuring objectives. 
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Time and again, these price objective areas prove to be important sup- 
port or resistance points. Unfortunately, there is no way to determine where 
the actual juncture point will be for any rally or reaction. This emphasizes 
a point made earlier that there is no known way of consistently determin- 
ing the duration of a price movement. It is only possible to speculate on the 
probability that a specific area will prove to be an important turning point 


Corrective Fan Principle 

At the beginning of a new primary bull market, the initial intermediate rally 
is often explosive, and so the rate of ascent is unsustainably steep This hap- 
pens because the advance is often a technical reaction to the previous 
overextended decline, as speculators who were caught short rush to cover 
their positions. As a result, the steep trendline constructed from the first 
minor reaction is quickly violated. 

This is represented as line AA in Fig. 8-14. A new trendline is then con- 
strutted, using the bottom of this first intermediate decline (AB). The new 
me nses at a !ess ra P'd rate than the initial one. Finally, the process is 
repeated, resulting in construction of a third line, AC. TTiese lines are known 
as /an lines. There is an established principle that once the third trendline 
has been violated, the end of the bull market is confirmed. In some respects 
these three rally points and trendlines can be compared to the three stages 
° a i*i !, 0r ^ ear mar ket, 35 outlined in Chapter 3. The fan principle is just 
as valid for downtrends and can also be used for determining intermediate 
as well as primary trend movements. 


Trend Channels 

So far, only the possibilities of drawing trendlines joining bottoms in rising 
markets and tops in declining ones have been examined. It is also useful to 



Figure 8-14 Corrective fan principle. 
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draw lines that are parallel to those basic trendlines, as shown in Figs. S-lb(a) 
and (c). In a rising market, the parallel line known as a return trendline joins 
the tops of rallies [AA in Fig. 8-I5{a)] T and during declines the return line 
joins the series of bottoms [BiJ in Fig. H5(c)]. The area between these 
trend extremities is known as a trend channeh Figure 8-1 5 (fr) is a rectangle, 
which is a horizontal form of a trend channel. 

The return line is useful from two points of view.JFirst; it represents an 
area of support or resistance, depending on the direction of the trend. 
Second, and perhaps more important, t he p enetration of the return trend^ 
line represents a signal that either the trend will accelerate or that a rever- 
sal of at least a temporary proportion in the basic trend is about to take place. 

In Fig. 8-1 6 (a), the violation of the return line signifies that the price 
advance has begun to accelerate. Figure 8-16(6) show’s the same idea for a 
downside breakouL In effect, the channel in Pig. 8-1 6 (a) represents a ris- 
ing rectangle and the trendline violation represents a breakout 

On the other hand, if the angle of the trend channel is much steeper, as 
in Fig. 8-1 7 (a), the violation of the return line represents an exhaustion 
move. The failure of the price to hold above (below) the return line then 
signals an important reversal in trend. This is often the case if the action is 
accompanied by high volume. 

Consider a situation in which a man is jawing a thick piece of wood. At 
first, his sawing strokes are slow but delifierate^gradually, he realizes that 
his task is going to take some time, begojnes frustrated, and slowly increases 
the speed of his strokes. Finally, he bursts into a frantic effort and is forced 
to give up his task for at least a temporary period because of complete 
exhaustion. Figure 8-1 7(b) shows an exhaustion move in a declining mar- 
ket. In this case, the expanding volume at the low represents a selling cli- 
max. As a general rule, the steeper the channel, the more likely it is that 
the breakout will turn out to be an exhaustion move* 


A 



^Bure 8-15 Trend channels. 


150 


P&rt I: Trend-Etetcrmining Techniques 




Figure 8-16 Successful channel breakouts. 


Ejthouvtioo 
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Figure 8-17 Exhaustion (whipsaw) breakouts. 
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Exhaustion 

This temporary break often represents a signal that the prevailing trend has 
much further to run, in th£ ^tme way as a whipsaw breakout from a price 
pattern. It also raises a dilemma in the way in which a trendline should be 
constructed. In Fig. 8-18, for instance, we see a false break above trendline 
AB. Should AM now be abandoned or should the peak of the exhaustion 
break be connected to the rally high to form a new trendline? Again, it is a 
matter of common sense. On the one hand, the whipsaw break is techni- 
cally the correct place to draw the line, but common sense suggests that the 
original line is a better reflection of the underlying trend. After all, at the 
time of the whipsaw, it has been touched three times. If the line is then 
drawn to reflect the break, it will only have been touched twice, once at the 
outset and once at the whipsaw peak. In a sense, the whipsaw is adding fur- 
ther credibility to the initial line because the price was unable to hold above it. If we 
had come upon this situation after the whipsaw break and tried to construct 
a line, it would have been even more obvious that line AB was far superior 
to line AC because it has been touched or approached on far more 
occasions. 



-temporprili) |b9ye,adown trendline (ort* 
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Summary 

• Trendlines are perhaps the easiest technical tool to understand, but con- 
siderable experimentation and practice are required before the art of 
interpreting them can be successfully mastered. 

• Trendline violations signal either a temporary interruption or a reversal 
in the prevailing trend. It is necessary to refer to other pieces of techni- 
cal evidence to determine which is being signaled (see Chart 8-5). 

• The significance of trendlines is a function of their length, the number 
of times they have been touched or approached, and the steepness of the 
angle of ascent or descent. 

• A good trendline reflects the underlying trend and represents an impor- 
tant support and resistance zone. 

• Extended trendlines are an important concept and should not be over- 
looked (see Chart 8-6). 

• Exhaustion breaks often possess good predictive power. 


Chart 8-5 Value Line Composite Index, 1989-1990. This represents an example of a major 
trendline violation occurring in combination with a price pattern completion. In this case, the 
formation was a broadening one with a slightly rising trendline (the almost flat bottom). Some 
form of poetic license is often needed in interpreting charts since this particular one could not 
strictly be interpreted as a broadening formation with a flat bottom, but the effects were cer- 
tainly the same. {From www.pring.com.) 
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Chart 8-6 S&P Composite 1966-1989 showing an exhaustion breakout. This chart shows 
that a resistance trendline joining the 1974 low and 1978 highs was temporarily violated. This 
proved to be an exhaustion move since the S&P Composite was unable to hold above the line. 
This failure was followed by the 1987 crash. Not all exhaustion moves result in such dynamic 
consequences, but they certainly warn of potential trouble and should never be ignored. (From 
www.pring.com .) 
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Summary 

• Trendlines are perhaps the easiest technical tool to understand, but con- 
siderable experimentation and practice are required before the art of 
interpreting them can be successfully mastered. 

• Trendline violations signal either a temporary interruption or a reversal 
in the prevailing trend. It is necessary to refer to other pieces of techni- 
cal evidence to determine which is being signaled (see Chart 8-5). 

• The significance of trendlines is a function of their length, the number 
of times they have been touched or approached, and the steepness of the 
angle of ascent or descent. 

• A good trendline reflects the underlying trend and represents an impor- 
tant support and resistance zone. 

• Extended trendlines are an important concept and should not be over- 
looked (see Chart 8-6). 

• Exhaustion breaks often possess good predictive power. 


Chart 8-5 Value Line Composite Index, 1989-1990. This represents an example of a major 
trendline violation occumng in combination with a price pattern completion. In this case, the 
formation was a broadening one with a slightly rising trendline (the almost flat bottom). Some 
torm ot poetic license is often needed in interpreting charts since this particular one could not 
stnctiy be interpreted as a broadening formation with a flat bottom, but the effects were cer- 
tamiy the same. (From wu?u).pring.com.) 
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Chart 8-6 S&P Composite 1966-1989 showing an exhaustion breakout. This chart shows 
that a resistance trendline joining the 1974 low and 1978 highs was temporarily violated. This 
proved to be an exhaustion move since the S&P Composite was unable to hold above the line. 
This failure was followed by the 1987 crash. Not all exhaustion moves result in such dynamic 
consequences, but they certainly warn of potential trouble and should never be ignored. (From 
www.pring.com.) 



Moving Averages 


155 


9 

Moving Averages 


It is evident that trends in stock prices can be very volatile, almost haphaz- 
ard at times. One technique for dealing with this phenomenon is the mov- 
ing average (MA) . An MA attempts to tone down the fluctuations of any 
price series into a smoothed trend, so that distortions are reduced to a min- 
imum. There are many variations of MAs used in technical analysis. The 
three most common are: simple, weighted, and exponential. The con- 
struction and use of these averages are different; therefore, each type will 
be dealt with in turn. 


Simple MAs 

A simple MA is by far the most widely used. It is constructed by totaling a 
set of data and dividing the sum by the number of observations. The result- 
ing number is known as the average , or mean average. In order to get the aver- 
age to “move,” a new item of data is added and the first item on the list 
subtracted. The new total is then divided by the number of observations, 
and the process is repeated. 

For example, the calculation of a 10-week MA would follow the method 
shown in Table 9-1. On March 12, the total of the 10 weeks ending on that 
date is 966, and 966 divided by 10 results in an average of 96.6. On March 
19, the number 90 is added, and the observation of 101 on January 8 is 
deleted. The new total of 955 is then divided by 10. The calculation of a 13- 
week MA would require totaling 13 weeks of data and dividing by 13. This 
calculation is then repeated in order to get the average to move. A 13 -week 
MA is shown in the upper panel of Chart 9-1 by the dashed line. Generally 
speaking, a rising MA indicates market strength and a declining one denotes 
weakness. 


Table 9-1 Simple MA Calculation 


Date 

Index 

10-week total 

MA 

Jan. 8 

101 



15 

100 



22 

103 



29 

99 



Feb. 5 

96 



12 

99 



19 

95 



26 

91 



Mar. 5 

93 



12 

89 

966 

96.6 

19 

90 

955 

95.5 

26 

95 

950 

95.0 

Apr. 2 

103 

950 

95.0 


Chart 9-1 Cash Wheat centered versus a noncentered average. ( From www.pring.com.) 



A comparison of the price index with its 13-week MA shows that the aver- 
se changes direction well after the peak or trough in the price and is there- 
fore “late” in changing direction. This is because the MA is plotted on the 
thirteenth week, whereas the average price of 13 weeks of observations actu- 
% occurs halfway through the 13-week time span, that is, in the seventh week. 
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If it is to reflect the underlying trend correctly, the latest MA should be cen- 
tered, or plotted, on the seventh week, as shown in the lower panel of Chart 9-1. 

If the centering technique had been used in,, the example, it would have 
been necessary to wait 6 weeks before ascertaining whether the average had 
changed direction. That is why the blank area on Chart 9-1 exists between 
the last plot for the average and the last plot for the data point. 

A time delay, though it is an irritant, is not particularly critical when ana- 
lyzing other time series such as economic data. However, given the relatively 
rapid movement of prices in the financial markets and the consequent loss 
of profit potential, a delay of this nature is totally unacceptable. Technicians 
have found that, for the purpose of identifying trend reversals, the best 
results are achieved by plotting the MA on the final period. 

A change from a rising to a declining market is signaled when the price 
moves below its MA. A bullish signal is triggered when the price rallies above 
the average. Since the use of MAs gives clear-cut buy and sell signals, they 
help to eliminate some of the subjectivity associated with the construction 
and interpretation of trendlines. 

More often than not, it pays to take action based on MA crossovers, pro- 
vided the particular ume span in question has proved reliable in the past 
The degree of accuracy depends substantially on the choice of MA, as dis- 
cussed later, as well as the volatility of the security in question. The length 
of the moving average will also have an influence on its accuracy. Generally 
speaking, the longer the time span, the more reliable the average. In effect, 
a moving average for any given time span on an intraday chart is likely to 
be much less reliable than one constructed from month-end data on a 
monthly chart. Now though, we need to examine some of the characteris- 
tics of MAs in greater detail. 


Characteristics of 
Simple MAs 

Although the examples in this and the following sections feature simple 
MAs. the principles oudmed can be applied to weighted and exponential 
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MAs, which are discussed later. The major technical principles of inter- 
preting MAs are as follow’s; 

* An MA is a smoothed version of a trend, and the average itself is an area of sup- 
port and resistance . In a rising market, price reactions are often reversed 
as they find support in the area of the MA. Similarly, a rally in a declin- 
ing market often meets resistance at an MA and turns down. The more 
times an MA has been touched, that is, when it acts as a support or resis- 
tance area, the greater the significance when it is violated. 

* A carefully chosen MA should reflect the underlying trend; its violation therefore 

warns that a change in trend may already have taken place . If the MA is flat or 
has already changed direction, its violation is fairly conclusive proof that 
the previous trend has reversed. g* 

9 If the violation occurs while the MA is still proceeding sharply in the direction of 
the prevailing trend, this should be treated as a preliminary warning that a trend 
reversal has taken place. Confirmation should await a flattening in the angle 
of ascent or descent, a change in direction in the MA itself, or alternative 
technical sources. The crossover of a moving average with a sharp angle 
of ascent or descent is akin to the violation of a trendline with a sharp 
angle. 

9 Generally speaking, the longer the time span covered by an MA, the greater the sig- 
nificance of a crossover signal For instance, the violation of an 18-month MA 
is substantially more important than the crossover of a 30-day MA. 

* Reversals in the direction of an MA are usually more reliable than an MA 
crossover. In instances in which a change in direction occurs dose to a mar- 
ket turning point, a very powerful and reliable signal is given. However, 
in most instances, an average reverses well after a new trend has begun 
and so is only useful as a confirmation. 

In short, think of an average as a type of moving trendline that obtains 
its significance from its length (time span) , the number of times it has been 
touched or approached, and its angle of ascent or descent. 


What Constitutes a Valid Crossover 

A crossover is any penetration of an MA. However, close observation of any 
chan featuring an MA will usually reveal a number of whipsaw, or false, sig- 
|*als. How can we tell which ones are going to be valid? Unfortunately, there 
15 n ° of knowing for certain. Indeed, many whipsaws cannot be avoided 
ar *d should be regarded as a fact of life. However, it is possible to avoid some 
of these close calls by using filtering techniques. The type of filter to be used 
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depends on the time span in question and is very much a matter of indi- 
vidual experimentation. 

For example, we may decide to take action on MA crossover for which 
a 3 percent penetration takes place and to ignore all others. Violations of 
a 40-week MA might result in an average price move of 15 to 20 percent. In 
this instance, a 3 percent penetration would be a reasonable filter. An exam- 
ple is shown in Chart 9-2. On the other hand, since 3 percent would prob- 
ably encompass the whole move signaled by a 10-day MA crossover, this kind 
of filter would be of no use whatsoever. 

Some analysts, recognizing that one-period whipsaws are quite common, 
require an MA crossover to hold for at least one period. In the case of daily 



Chart 9-Z Eurotop 40-week MA and 3-percent bands. This chart features the Eurotop Index 
of European blue chips together with a 40-week MA (the dashed line). The solid lines have 
been plotted at ±3 percent. Buy signals are generated when the price crosses above the upper 
line* and sell signals when It crosses below the lower one. (From uiuiui.piinig.com,) 
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data, this approach would mean waiting for the second or third day before 
concluding that the average had been violated* A more sensible method is 
to use a combination of the period and percentage penetration for decid- 
ing whether a crossover is valid* * 

An example is shown in Chan 9-3, where a joint trendline and MA vio- 
lation develop for the Philadelphia Gold and Silver Share Index in August 
1994* Later, we see an MA violation and a head-and-shouldeis (H&S) top 
completion, both of which developed around the same time* Chart 9-4 shows 
a similar situation with Alberto Culver and a 50-day MA. 

MAs are usually constructed from closing data* Closing prices are more 
reliable than highs, lows, or openings because they reflect positions that 
investors are willing to cany overnight or, in the case of weekly charts, over 
the weekend* Intraday trading can be subject to manipulation or distorted 
by an unwarranted emotional attitude to news events. For this reason, it is 
best to wait for the closing price to penetrate the average before conclud- 
ing that a crossover has taken place* If intraperiod activity is used for MA 
violations, it is usually best to calculate an MA based on daily lows or highs* 
One exception would occur when a bar chart touches an MA on numer- 
ous occasions* In many instances, the MA is dearly a significant 
support/ resistance point and its violation should be treated with respect 
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Chart 9-4 Alberto Culver and a simultaneous MA trendline break. This chart features Alberto 
Culver together with a 50-day MA. Note how it was possible to construct a trendline that inter- 
sected with the MA. Since both represent resistance, their joint violation represents two pieces 
of evidence that prices were headed higher. A third came in the form of an expansion in vol- 
ume. { From www.pring.com.) 



In Chart 9-5, the dotted line shows a 25-day MA calculated from intraday 
lows. The solid line represents the same average based on closing-only data. 
If intraday crossovers of the former had been used as stop-loss signals on 
the downside, considerably fewer whipsaws would have been generated than 
if the MA had been based on closing data. 


Choice of Time Span 

MAs can be constructed for any time period, whether a few days, several 
weeks, many months, or even years. The choice of length is very important 
For example, if it is assumed that a complete bull and bear cycle lasts for 4 
years, an MA constructed over a time span longer than 48 months will not 
reflect the cycle at all. This is because it smoothes out all the fluctuations 
that take place during the period and will appear more or less as a straight 
line crossing through the middle of the data. On the other hand, a 5-day 
MA will catch every minor move in the stock cycle and will be useless for 
the purpose of identifying the actual top and bottotn of the overall cycle. 
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Chart 9-5 Canadian dollar and two MAs. (From www.pring.com.) 
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Even if the 48-month average were shortened to 24 months and the 5-day 
average expanded to 4 weeks, for example, using the crossover signals would 
still cause the 24-month average to give an agonizingly slow confirmation 
of a change in trend. The 4-week average would be so sensitive that it would 
continually give misleading or whipsaw signals [see Fig. 9-1 (a)]. Only an MA 
that can catch the movement of the actual cycle will provide the optimum 
trade-off between lateness and oversensitivity, such as the 10-month MA in 
% 9-1(6). 

The choice of MA depends on the type of market trend that is to be iden- 
tified: short, intermediate, or primary. Because different markets have dif- 
ferent characteristics and the same markets go through different cyclic 
Phenomena, there is no such thing as a perfect MA. In recent years, exten- 
Slve computer research has been done on the optimum MA time span. The 
conclusion from all sources is that there is no one perfect time span. 
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Figure 9-1 (a) 4-week MA, (b) 10-month versus 24-month MA, 


. ma Y w <>rk extremely well in one market over one specific period of 
time is unlikely to be duplicated in the future. When we talk about choice 
of lime span, we are really trying to identify an MA that will work most of 
the time with a specific time frame, that is, short, intermediate, or long. 
Generally speaking, long-term time spans are less influenced by manipula- 
tion and knee-jerk random reactions to unexpected news than are short- 
term ones. This is why long time spans usually give the best test results. 
Examples of a 40-week span are featured in Chart 9-6. Research also shows 
that simple averages generally outperform weighted and exponential ones. 
Recognizing these limitations, the time spans in Table 9-2 are suggested. 

The important thing to remember is that an MA is one technical tool in 
the technical arsenal that is used with other techniques as part of the art of 
identifying trend reversals. 


Advancing Simple Moving Averages 

A technique that has a lot of potential, but is not widely used, is to advance 
an MA. In the case of a 25-day MA, for example, the actual plot would not 
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Chart 9-6 Standard St Poor’s (S&P) Composite, yen, MSC1 World Stock index, and 40-week 
MAs. This chart shows a 40-week MA at work in three different markets. Crossovers of each 
index are subject to whipsaws from time to time, but on balance this average is still fairly reli- 
able. Note that the 40-week average is continually beirg used, as a support or resistance level. 
(From ivujur. prtng.com.) 



Table 9-2 Suggested Time Frames 


Shortterm 

Intermediate-term 

Long-term 

Ukday 

SQday 

2O0d ay/^Oweek/O-mon th * 

15-day 

20day 

10-week (50-day) 

13-week (65-day) 

45-weekf 

25-day 

20-week 

1 2-monthJ 

30-day 

26-week 

18-month 

- 

200-day 

24-month 


Kecommeneded by Willaim Gordon, The Stock Market Indicators, Investors Press, Palisades 
Park, N.J., 1968. 

tRcprancd by Robert W. Colby and Thomas A. Meyers in The Encyclopedia of Technical Majket 
aton, Dowjones-Irwin, Homewood, IlL t 1988, to be the best average for the U.S* stock mar- 
using weekly data. 

tlbid.; reported to be the best average for the U.S. stock market using monthly data. 
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be made on die 25th day, but advanced to the 28th or 30th, and so forth. 
The advantage of this approach is that it delays the crossover and filters out 
occasional whipsaws or false signals. In Profits in the Stock Market, H. M. 
Gardey 1 calculated that during the period of 1919 to 1933, which covered 
almost all kinds of market situations, the use of a simple 25-day MA crossover 
netted 446 Dow points (slightly better than 433 points for the Sffday MA 
and far better than the 316 and 216 for 40- and 15-day MAs, respectively). 
However, when the 25-day average was plotted on the 28th day, crossovers 
resulted in an increase of 231 points to 677. The 30day MA, when advanced 
3 days, also produced superior results, with an additional gain of 204 points 
for a total of 637. Chart 9-7 represents three MAs, as calculated by Gardey. 
Although these MAs are plotted normally, the whipsaw signals would be 
avoided by moving the MA forward 3 days, as shown on the chart. 

Although the 25-day MA that advanced 3 days may not ultimately prove 
to be the best combination, the technique of advancing an MA is dearly one 
that could be usefully incorporated into the technical approach. It is always 
difficult to know how much to advance an MA. Experimentation is the 
answer. One possibility is to advance the average by the square root of 
the time span. For example, a 36-day MA would be advanced by 6 days (the 
square root of 36 — 6) ? See Chart 9*8 featuring the Madrid General Index. 


Convergence of 
Simple MAs 

A sharp price move is often preceded by a gradually narrowing trading 
range. In effect, decreasing price fluctuations reflect a very fine balance 
between buyers and sellers. When the balance is tipped one way or the other, 
the price is then free to embark upon a major move. 

This kind of situation can often be identified by plotting several MAs and 
observing them when they are all at approximately the same point. Chart 
9-9 shows the Spot Euroyen between 2000 and 2001 together with three MAs 


Industrials and three MAs. (H.M, Cartlc/s Profits in the Stock Market, Lambert Gann 
Publishing, Pomeroy, WA, 1981.) 

1 Arthur Skarcw, Techniques of a Professional Commodity Chart Analyst* Commodity Research 

Bureau, New York, 1980. 
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Chart 9-7 The IXTIA and three MAs (H.M> Gardey, Profits In the Stock Marfcef, Lambert 
Gann Publishing, Pomeroy, Washington, 1935.) 
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Chart 9-8 Madrid General and an advanced MA. Here we see a 50-day MA together with 
a 50-day average advanced by seven periods. Note how die advanced average filtered out sev- 
eral whipsaw signals. This is by no means a perfect approach, but it definitely comes into its 
own after a sharp rally or decline. {From www.pring.com.) 
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of differing time spans. Note how the three MAs almost completely converge 
just before the price embarks on a sharp decline in November 2000. The 
convergence of the averages tells us that the balance between buyers and 
sellers is very evenly matched and warns that a major move is likely. The 
actual signal comes from the violation of the up trendline. A similar com- 
bination develops in February 2001, only this time the 25-day average does 
not participate in the convergence. 


Multiple Simple MAs 

Some techniques of trend determination involve more than one MA at a 
time. Signals are given by a shorter-term MA crossing above or below a 
longer one. This procedure has the advantage of smoothing the data twice, 
which reduces the possibility of a whipsaw, yet it warns of trend changes fairly 
quickly after they have taken place (see Chart 9-10) . Two averages that have 


Chart 9-10 MSCI World Stock Index and two MAs. In this chart of the Morgan Stanley 
Capital International (MSCI) World Stock Index, the 10-week MA crosses below the 30-week 
MA in early 1998 and late 1999. However, the 30-day series is still advancing, so no sell sig- 
nal is given. The late 1998 decline shows the weakness of this system because the sharp inter- 
mediate correction resulted in a sell signal almost at the bottom. Because the bottom was 
V-shaped, the counterveiling buy signal was not triggered until the price had experienced a good 
rally. After that, the 10/30 system would have maintained a long position until just after the 
final peak. (From wwiu.prjng.com.) 
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been found reliable in determining primary market moves are the 10- and 
30-week MAs, when used together For the purpose of simplifying the cal- 
culation, the weekly dosing price is used, rather than a 5-day average. 

Signals are given when the 10-week average moves below the 30-week aver- 
age and when the 30-week average itself is declining. This development 
warns that die major trend is down. It is not assumed to have reversed until 
both averages are rising simultaneously, with the 10-week higher than the 
SOweek MA. A valid signal is not given if the 10-week average rises above 
the SOweek average while the longer average is still declining (and vice versa 
for bull markets). By definition, these warning signals always occur after the 
ultimate peak or trough of stock prices and serve as confirmation of a change 
in trend rather than as actual juncture points in themselves. 

MAs should always be used in conjunction with other indicators. This is 
because prices occasionally fluctuate in a broad sideways pattern for an 
extended period of time, resulting in a series of misleading signals. Chart 
9-11, featuring the U.S. Dollar Index in 1995, shows an example of a period 
in which many misleading crossovers were experienced. Usually, such frus- 
trating trading-range action is followed by an extremely strong trend in 
which the losses incurred from the trendless period of whipsaw signals are 
more than made up for. 

Whenever it is obvious that an MA has entered a trading range, and this 
might take two or three whipsaws, it is best to ignore it and concentrate on 
trendlines joining peaks and troughs of the range shown in Charts 9-1 1 and 
9-12, using their breakouts as a basis for buying or selling. 


Weighted MAs 

An MA can correctly represent a trend from a statistical point of view only 
if it is centered, but centering an average delays the signal, for the reasons 
discussed previously. One technique that attempts to overcome this prob- 
lem is to weight the data in favor of the most recent observations. An MA 
constructed in this manner can turn or reverse direction much more quickly 
than a simple MA, which is calculated by treating all the data equally. 

There are countless ways in which data can be weighted, but the most 
widely used method is a technique whereby the first period of data is muf - 
tiplied by 1, the second by 2, the third by 3, and so on until the latest one 
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Chart 9-11 U.S. Dollar Index 1995. (From Martin Plring's Introduction to Technical 
Analysis) 
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is multiplied. The calculations for each period are then totaled. The divi- 
sor for a simple MA is the number of periods, but for this form of weighted 
average, the divisor is the sum of the weights; that is, 1+2 + 3 + 4 + 5 + 
6 = 21. For a 10-week weighted MA, the sum of the weights would be 1 + 
2+3 + 4 + 5 + 6 + 7 + 8 + 9 + 10 = 55. Table 9-3 illustrates how the 
calculations are made Another method is to calculate a simple MA, but, in 
doing so, to use the most recent observation twice, which doubles its weight 
The interpretation of a weighted average is different from that of a sim- 
ple average because the weighted average is more sensitive. Warning of a 
trend reversal is given by a change in the direction of the average rather 
than by a crossover. 


Exponential MAs 

Weighted MAs are helpful for the purpose of identifying trend reversals. 
However, the time-consuming calculations required to construct and main- 
tain such averages prior to the widespread use of computers greatly 
detracted from their usefulness. An exponential moving average (EMA) is 
a shortcut to obtaining a form of weighted MA. In order to construct a 20- 
week EMA, it is necessary to calculate a simple 20-week MA first, that is, the 
total of 20 weeks of observations divided by 20. In 
The 20-week average becomes the starting point for the EMA. It is transr 
ferred to column 2 for the following week. Next, the entry for the 21st week 
(January 8 in the previous example) is compared with the EMA, and the 
difference is added or subtracted and posted in column 3; 100 — 99 = 1.00. 
This difference is then multiplied by the exponent, which for a 20-week EMA 
is 0.1. This exponentially treated difference, 1.00 X 0.1, is then added to 
the previous week’s EMA, and the calculation is repeated each succeeding 
week. In the example, the exponentially treated difference for January 8 is 
0.1, which is added to the previous week’s average, 99.00, to obtain an EMA 
for January 8 of 99.10. This figure in column 6 is then plotted. 


If the difference between the new weekly observation and the previous 
week’s EMA is negative, as in the reading 99.00 versus 99.64 for January 29, 
the exponentially treated difference is subtracted from the previous 
week’s EMA 

The exponent used varies with the time span of the MA. The correct expo- 
nents for various time spans are shown in Table 9-5, where the time periods 
have been described as weekly. In effect, however, the exponent 0.1 can be 
used for any measure of 20 — hours, days, weeks, months, years, or an even 
longer period. 

Exponents for time periods other than those shown in Table 9-5 can eas- 
ily be calculated by dividing 2 by the time span. For example, a 5-week aver- 
age will need to be twice as sensitive as a 10-week average; thus, 2 divided 
by 5 gives an exponent of 0.4. On the other hand, since a 20-week average 
should be half as sensitive as for a 10-week period (0.2) , its exponent is halved 
to 0.1. 

If an EMA proves to be too sensitive for the trend being monitored, one 
solution is to extend its time period. Another is to smooth the EMA by 
another EMA. This method uses an EMA, as calculated previously, and 
repeats the process using a further exponent. There is no reason why a third 
or fourth smoothing could not be tried, but the resulting EMA, while 
smoother, would be far less sensitive. Remember, all forms of MAs repre- 
sent a compromise between timeliness and sensitivity. 

By definition, EMA crossovers and reversals occur simultaneously. Buy and 
sell signals are therefore triggered in the same way as simple MA crossovers. 

In their book The Encyclopedia of Technical Market Indicators* Colby and 
Meyers tested all the time spans between 1- and 75-week EMAs for the U.S. 
stock market between 1968 and 1987. They discovered that the 42-week EMA 
gave the best performance, offering an equity gain of 97+ points, but lagged 
behind the 45-week simple MA, which experienced a gain of 1 1 1 + points. 
Chan 9-13 features a 65-week EMA for Albertson’s. 


3 Robert W. Colby and Thomas A. Meyers, The Encyclopedia of Technical Market Indicators, Dow 
Jones-lrwin, Homewood, 111., 1988. 
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Table 9-4 EMA Calculation 


Date 

Price 

(1) 

EMA for 
previous 
week 
(2) 

Difference 
(col. 1 - > 
col. 2) 

(3) 

Exponent 

(4) 

Col. 3 X 
col. 4 
±/“ 

(5) 

Col. 2 + 
col. 5 

EMA 

(6) 

Jan. 1 
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Table 9-5 Exponential Factors for Various Time Frames 


Number of weeks 

Exponent 

5 

0.4 

10 

0.2 

15 

0.13 
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Chart 9-13 Albertson's simultaneous price pattern completion and MA crossover. One of 
my favorite averages is the 65-week EMA. As featured in this chart, we see an H&S top for 
Albertson’s at the end of 1999. Note how the EMA and neckline both intersect in approxi- 
mately the same area. This type of action emphasizes the significance of the break. (From 
www.pring.com.) 
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Envelopes 

It has already been established that MAs can act as important juncture points 
in their roles as support and resistance areas. In this respect, the longer the 
time span, the greater the significance of the average. This support and resis- 
tance principle can be taken one step further by constructing symmetrical 
lines parallel to an MA called envelopes (refer to Fig. 9-2). This technique is 
based on the principle that stock prices fluctuate around a given trend in 
cyclical movements of reasonably similar proportion. In other words, just 
as the MA serves as an important juncture point, so do certain lines drawn 
parallel to that MA. Looked at in this way, the MA is really the center of the 
trend, and the envelope consists of the points of maximum and minimum 
divergence from it. 

There is no hard and fast rule about the exact position at which the enve- 
lope should be drawn, since that can be discovered only on a trial-and-error 
basis with regard to the volatility of the price being monitored and the time 
span of the MA, This process can be expanded, as in Fig. 9-3, to include four 
or more envelopes (that is, two above and two below the MA), each drawn 
at an identical proportional distance from its predecessor. In this example, 
the envelopes have been plotted at 10 percent intervals. If the MA is at 100, 
for example, the envelopes should be plotted at 90, 110, and so on. An exam- 
ple featuring Masco appears in Chart 9-14. 


Bollinger Bands 

A useful addition to envelope analysis is a new approach devised by John 
Bollinger. 4 Rather than being plotted as fixed percentages above and below 



Figure 9-2 Single envelopes. 



Figure 9-3 Multiple envelopes. 


"John Bollinger, Bollinger Capital Management, P.O. Box 3358, Manhattan Beach, CA 90266 
( www.BoUtngeriands.com ). 


Chart 9-14 Masco 1998-2001 using a ±15% band of a 10-day simple MA. 



an MA, Bollinger bands are calculated as standard deviations above and 
below an average based on closing prices. They are designed with the con- 
cept that the bands widen and narrow as the price trend becomes more or 
less volatile. 


Rules for Interpretation 

The deviation setting for the Bollinger bands determines the distance 
between the outer bands and the center one. Chart 9-15 shows an average 
set to 20 and a deviation to 6; all the other charts in this section have been 
plotted with a 20 X 2 parameter. It is fairly evident that this wider setting 
has no significance because its bands are never touched. Similarly, if they 
are set at too narrow a basis, there will be far too many whipsaws. 

There are several rules for interpreting the bands: 

• When the bands narrow, there is a tendency for sharp price changes to 
follow. This, of course, is another way of saying that when prices trade in 
a narrow range and lose volatility, demand and supply are in a fine state 
of balance. In this context, a narrowing of the band is always relative to 
the recent past, and that’s where Bollinger bands can help in visually 
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Chart 9-16 Oneok and narrowing Bollinger bands. (From www.pring.com.) 



showing the narrowing process. They also give us some indication of when 
a breakout might materialize because they start to diverge once the price 
begins to take off. Two examples are shown in Chart 9-16, where it is also 
possible to construct some trendlines marking the breakout point. 

• If the price exceeds a band, the trend is expected to continue. This is 
really another way of saying that if the price moves above the band, upside 
momentum is strong enough to support higher ultimate prices and vice 
versa. After both breakouts in Chart 9-16, we see the price immediately 
move outside the band. The crossover of the Bollinger band usually indi- 
cates short-term exhaustion and it quickly pulls back again. However, this 
is just a process of pausing for breath until the trend is then able to extend 
again. By now, you will have noticed that the price often crosses the bands 
several times before the trend reverses. The obvious question at this point 
is: How do you know when the band has been crossed for the last time? 
In other words, how do you know how to spot the bottom and top of a 
move? The answer lies in the following rule. 

• When the price traces out a reversal formation after it has crossed out- 
side a band, expect a trend reversal. Some examples are shown in Chart 
9-17, first in April and then in June. In both situations, the price tried and 
failed to cross the band successfully before completing a price pattern. 
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Chart 9-17 Northern States and Bollinger bands (20 X 2) {From www.pring.com.) 
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Summary 

• One of the basic assumptions of technical analysis is that stocks move in 

trends. Since major trends comprise many minor fluctuations in prices 
an MA is constructed to help smooth out the data so that the underlying 
trend will be more clearly visible, ; 6 

• Ideally, a simple MA should be plotted at the halfway point of the time 
penod being monitored (a process known as centering), but since this 
would involve a time lag during which prices could change rapidly and 
lose much of the potential profit of a move, the MA is plotted at the end 
o* the penod in question. 

• This drawback has been largely overcome by the use of MA crossovers 
which provide warnings of a reversal in trend and by the use of weighted 
EMAs which are especially sensitive to changes in the prevailing trend 
nnce they weight data in favor of the most recent periods. 

• There is no such thing as a perfect average. The choice of time span always 
represents a trade-off between timeliness (catching the trend at an early 
stage) and sensitivity (catching the trend turn too early and causing an 
undue amount of whipsaws). For short-term trends, 10-, 25-, 30-, and 50- 
day spans are suggested, but for longer-term time spans, 40-week simple 
and 65-week EMA averages are recommended. Helpful time spans using 
monthly data are 6, 9, 12, 18, and 24 months. 


10 
Momentum 
Principles 


The methods of trend determination considered so far have been con- 
cerned with analysis of the movement of the price itself through trendlines, 
price patterns, and moving averages (MAs) . These techniques are extremely 
useful, but they identify a change in trend after it has taken place. 

This chapter will examine the general principles of momentum inter- 
pretation that apply in some degree or other to all momentum indicators* 
The rate of change (ROC) will be used as a case study. The next two chapters 
will discuss other specific momentum indicators. 


Introduction 

The concept of upside momentum is illustrated in the following example. 
Wien a ball is thrown into the air, it begins its trajectory at a very fast pace; 
that is, it possesses strong momentum. The speed at which the ball rises grad- 
ually diminishes until it finally comes to a temporary standstill. The force 
j>f gravity then causes it to reverse course. This slowing-down process, 
l^nown as a loss of upward momentum , is a phenomenon that is also 
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experienced in financial markets. The flight of a ball can be equated to a 
market pHce. The price’s rate of advance begins to slow down noticeably 
before the ultimate peak in prices is reached, ^ 

On the other hand, if a ball is thrown inside a room and hits the ceil in e 
whde its momentum is still rising, the ball and the momentum will reve J 
a the same time. Unfortunately, momentum indicators in the marketplace 
are not dissimilar. This is because there are occasions for which momentum 
and price peak simultaneously, either because a ceiling of selling resistance 

dirti, °rt b TTr bUying P ° Wer ,S tem P° raril y exhausted. Under such con- 
ditions the levelot momentum is often as helpful as its direction in assessing 
the quali ty of a pnce trend, g 

The idea of downward momentum may be better understood by com- 

E3E 10 H T * at I* pUShed ° Ver the top of a hiU ' The car begins to roll 
downhiU and, due to the gradient of the hill, the car starts to accelerate until 

t reaches maximum velocity at the bottom. Although its speed then begins 
decrease, the car continues to travel, but finally it comes to a halt. Market 

often S sh^ n h ThC ^ ° f dedine (or Ioss momentum) 

often slows ahead of the final low. This is not always the case, however, since 

a m^or r^r PnCC S °5" eUmes at P eaks ) together, as prices meet 
a major level of support. Nevertheless, momentum leads price often enough 

to warn of a potential trend reversal in the indicator or market average that 
is being monitored. e 

Momentum is a generic term. Just as fruit describes apples, oranges, 

r^ n ;A°r.T mentUm embraces man y different indicators, 
amples include ROC, the relative strength indicator (RSI), the moving 

hre^hh convergence divergence (MACD), the know sure thing (KST), 
breadth oscillators, and diffusion indexes. 

There are two broad ways of looking at momentum. The first uses price 
a or an individual series, such as a currency, commodity, stock, or mar- 

™ ani P ulaled ^ a statistical form that is plotted as an 
scillator. We will call this price momentum (although volume can be manip- 

h-f A in C C Sam ? ‘ * Pbe secon d is also plotted as an oscillator, but is 
e on statistical manipulation of a number of market components, such 

° f NeW York St0ck Exchan S e (NYSE) stocks above a 30- 
is measure ts referred to as breadth momentum and is discussed 


Principle Tl* Principles or characteristics of 
omentum interpretation are the same for all indicators, but some are 
specially constructed to bring out a particular characteristic;'- 
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in Chapter 24. Price momentum can be constructed for any price series, but 
breadth momentum can only be calculated for a series that can be broken 
down into various components. 

This chapter outlines a number of these basic principles using the ROC 
as an example. Remember that it is only one type of price momentum indi- 
cator, Chapters 11, 12, 2S, and 24 will discuss other oscillators for price and 
breadth momentum. 

It should be noted that the type of trend reversal signaled by a momen- 
tum indicator depends upon the time span over which it has been calcu- 
lated. It is accepted practice to use daily data for identifying short-term 
trends, weekly data for intermediate trends, and monthly data for primary 
trends. 

It is very important to note that the use of momentum indicators assumes 
that the price of the security is experiencing a normal cyclic rhythm, which 
is expressed in price action by rallies and reactions. However, in some 
instances, countercyclical reactions are almost nonexistent. Price movement 
is then reflected as a linear uptrend or downtrend. This is an unusual phe- 
nomenon, and when it develops momentum, oscillators fail to work. This 
is why the following principle is so very important 



The ROC Indicator 

The simplest way of measuring momentum is to calculate the rate at which 
a security price changes over a given period of time, which is known as an 
ROC indicator. If it is desired, for example, to construct an ROC using a 10- 
^ek time span, the current price is divided by the price 10 weeks ago. If 
the latest price is 965 and that 10 weeks ago was 985, the ROC or momen- 
tum indicator will read 98,0, that is, 965 divided by 985. The subsequent 
reading in the indicator will be calculated by dividing next week's price by 
t e price 9 weeks ago (see Table 10-1), The result is a series that oscillates 
ar ound a central reference point. This horizontal equilibrium line repre- 
the level at which the price is unchanged from its reading 10 weeks 
(see Fig, 10-1). If an ROC calculation were made for a price that 
er nained unchanged, the oscillator would be represented by a horizontal 
slra *ght line. 
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Table 10-1 Ten-Week ROC Calculation 


Date 

DJIA (1) 

DIJA 10 weeks 
ago (2) 

10-week rate of change 
(col. 1 divided col. 2) (3) 

Jan- 1 

985 



8 

980 



15 

972 



22 

975 



29 

965 



Feb. 5 

967 



12 

972 



19 

965 



26 

974 



Mar. 5 

980 



12 

965 

985 

98.0 

19 

960 

980 

98.0 

26 

950 

972 

97.7 

Apr. 2 

960 

975 

98.5 

9 

965 

965 

100.0 

16 

970 

967 

100.3 

23 

974 

972 

100.2 

30 

980 

965 

101.6 

May 7 

985 

974 

101.1 






Momentum Principles 

When an ROC is above the reference line, the market price that it is mea- 
suring is higher than its level 10 weeks ago. If the ROC is also rising, the 
difference between the current reading of the price and its level 10 weeks 
ago is growing. If it is above the central line but declining, the price is still 
above its level 10 weeks ago, but the difference between the two readings is 
shrinking. When the ROC is below its central line and falling, the price is 
below its level 10 weeks ago, and the difference between the two is growing. 
If the indicator is below its central line but rising, the price is still lower than 
its level 10 weeks ago, but its rate of decline is slowing. 

In short, a rising ROC implies expanding velocity, and a falling one a loss 
of momentum. Rising momentum should be interpreted as a bullish factor, 
and declining momentum as a bearish one. 

The ROC may also be calculated by the subtraction method; that is, the 
current price is subtracted rather than divided by a price ^periods ago. This 
indicator is called the momentum indicator on several charting packages, 
but it is really a rate of change. My own preference is strongly for the divi- 
sion calculation since it expresses proportionate moves in a similar manner 
to the ratio scale. This means that the indicator will not be distorted in 
longer-term charts, as will an ROC calculated with the subtraction method. 

There are two methods of scaling an ROC chart. Since the choice does 
not affect the trend or level of the indicator, the method used is not impor- 
tant, but a brief explanation is in order because the two alternatives can be 
confusing. The first method is the one described previously and shown in 
Fig. 10-1, where 100 becomes the central reference point In the example, 
100 (this week’s observation) divided by 99 (the observation 10 weeks ago) 
is plotted approximately as 101, 100 divided by 98 as 102, 100 divided by 
102 as 98, and so on. 

The alternative is to take the difference between the indicator and the 
100 level and plot the result as a positive or negative number using a ref- 
erence line of 0. In this case, 101 is plotted as +1, 102 as 4*2, 98 as -2, and 
so on (see Fig. 10-2). 


Selection of Time Span 

Choice of the correct time span is important For longer-term trends, a 
12-month or 52-week time span is generally the most reliable, although a 
24- or 18-month period can also prove useful. For intermediate trends, a 
9-month, 26-week (6-month), or 13-week (3-month) span works well. Price 
Movements of even shorter duration are often reflected by a 10-, 2Q-, 25-, 
0r 30-day span. Reliable short/intermediate movements are often reflected 
^th a 45-day (9-week) and 65-day (13-week) span. 
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In this way, trendlines, price patterns, and divergences, which may not be 
obvious in one period, are more apparent in another. The discovery of signs 
of a trend reversal in several indicators constructed from different time 
spans adds further fuel to the weight of the evidence. An example of this is 
featured in Chart 10-1. 


Principles and Applications of 
Momentum Indicators 

The following description of the principles and use of momentum indica- 
tors applies to all forms of oscillators, whether constructed from an indi- 
vidual price series or from an indicator that measures internal market 
momentum, such as those described in Chapter 24* 

These principles can be roughly divided into two broad categories: 
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Chart 10-1 Longs Drugs, 1996-1997, and three ROCs, (From www.pring.com.) 



* Those that deal with overbought and oversold conditions, divergences, 
and the like I will call these momentum characteristics. If you study momen- 
tum indicators or oscillators, you will find that they have certain charac- 
teristics that are associated with subsurface strengths or weaknesses in the 
underlying price trend. It is rather like looking under the hood of an 
engine. Most of the time you can identify mechanical trouble before it 
becomes self-evident Momentum and sentiment are closely allied, and 
the relationship between them is discussed in Chapter 26, dealing with 
market sentiment 

• The identification of trend reversals in the momentum indicator itself 
(momentum trend-reversal techniques) In this case, we are making the 
assumption that when a trend in momentum is reversed, prices will 
sooner or later follow. 

Trend-determining techniques, such as trendline violations, MA cross- 
oven, and so on, when applied to momentum are just as valid as when uti- 
^ed with price* The difference, and it is an important one, is that a trend 
reversal in momentum is just that, a reversal in momentum* Momentum 
typically reverses along with price, often with a small lag, but just because 
^dilators change direction doesn't always mean that prices will too * Normally, a 
reversal in the momentum trend acts as confirming evidence of a price trend 
j eversal signal. In effect, this momentum signal performs the act of 


18b Part 1: Trend-Determining Techniques 

supplementary “witness” in our weight of the evidence approach. I will have 
more to say on this one a little later, but for now take special note of the 
fact that actual buy and sell signals can only come from a reversal in trend of the 
actual price, not the momentum series. 


Interpreting Momentum 
Characteristics 

Overbought and Oversold Levels 

Perhaps the most widely used method of momentum interpretation is the 
evaluation of overbought and oversold levels. This concept can be compared 
to a person taking an unruly dog for a walk. The leash is continually being 
pulled from one side of the person to the other as the dog struggles to get 
free. Despite all its activity, however, the dog can move no farther away than 
the length of the leash. 

The same principle holds true for momentum indicators in the market- 
place, except that the market’s “leash” should be thought of as made of rub- 
ber, so that it is possible for particularly strong or weak price trends to extend 
beyond the normal limits known as overbought and oversold levels. These areas 
are drawn on a chart at some distance above and below the equilibrium 
level, as in Fig. 10-3. The actual boundaries will depend on the volatility of 
the price being monitored and the time period over which the momentum 
indicator has been constructed. 

For example, an ROC indicator has a tendency to move to wider extremes 
over a longer period than over a shorter one. It is highly unlikely that a price 
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will move 10 percent over a 10-day period; yet over the course of a primary 
bull market extending over a 12-month period, a 25-percent increase would 
not be uncommon. Some indicators, such as RSI and stochastics, have been 
specially constructed to move within definite predetermined boundaries. 

When a price reaches an overbought or oversold extreme, the probabil- 
ities favor but by no means guarantee a reversal. An overbought reading is 
a time to be thinking about selling, and an oversold one warns that the cur- 
rent technical position may warrant a purchase. In many cases when a price 
reaches an overbought extreme, the news is good, participants are opti- 
mistic, and human nature tells us to buy. Unfortunately, the opposite is more 
likely to be the case. On the other hand, an oversold reading is usually asso- 
ciated with a negative news background. The last thing we want to do is raise 
our shaking hand, pick up the phone, call our friendly broker, and tell him 
or her to buy, but that is often a reasonable time to do it, provided the over- 
all technical position is favorable. 

In view of the variability of indicators such as the ROC, there is no hard 
and fast rule about where the overbought and oversold lines should be drawn. 
This can be determined only by studying the history and characteristics of 
the security being monitored. The lines should be drawn such that they will 
act as pivotal points that, when touched or slightly exceeded, are followed by 
a reversal in the oscillator. When a particularly sharp price movement takes 
place, these boundaries will become totally ineffective. Unfortunately, this is 
a fact of life, but by and large it is usually possible to construct overbought 
and oversold benchmarks that are price-sensitive. Again, the market leash is 
made of rubber and can remain in overbought or oversold territory for long 
periods. Consequendy, it is essential to get confirmation from a reversal in 
the trend of the price itself before taking any drastic action. 

Oscillator Characteristics in Primary Bull and Bear Markets 

I mentioned much earlier that the character of an oscillator alters accord- 
ing to the price environment. In a bull market, oscillators tend to move into 
an overbought condition very quickly and stay there a long time. In a bear 
market, they can and do remain in an oversold condition for considerable 
periods. 

In effect, an oscillator is not unlike a migrating bird in the Northern 
Hemisphere. I have divided the price action in Fig. 10-4 into a bear mar- 
ket, followed by a bull, and finally another bear market As we enter the bear 
phase, the true range of the oscillator shifts to the south, in a similar way to 
* bird in the Northern Hemisphere migrating south to escape the cold 
northerly winter. Then, when the bull market starts, the oscillator’s trading 
Pattern migrates north again, just like the bird, finally shifting south again 
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as a new bear market begins. This is useful information in itself because if 
it is possible to draw parallel horizontal lines like these against an oscilla- 
tor, it provides a valuable clue as to whether the prevailing primary trend is 
bullish or bearish. 

The second point is that if you have an idea of the direction of the pri- 
mary trend, you can anticipate what might come from a specific overbought 
or oversold reading. In a bull market, the price is extremely sensitive to an 
oversold condition. That means that when you are lucky enough to see one, 
look around for some confirming signals that the price is about to rally. An 
example might be the violation of a down trendline and so on. The reason 
for this sensitivity lies in the fact that the oversold reading very likely reflects 
an extreme in short-term sentiment Market participants are focusing on the 
latest bad news and arc using that as an excuse to sell. Because this is a bull 
market, they would be better served by remembering the positive long-term 
fundamentals that will soon emerge and by using this weakness as an oppor- 
tunity to buy. rr 

The same thing happens in reverse during a bear market. Traders are 
focused on bad news that sends the price down. Then some unexpectedly 
good news hits the wires and the price rallies. However, when it is fully 



Figure 10-4 Changes in momentum characteristics In bull and bear markets. 
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digested, most people realize that things really have not changed at all, and 
the pnce declmes again. Thus, the overbought reading more often than not 
ml] correspond with the top of a bear market rally. 

Loofang at it from another perspective, during a bull market the price 
mil be far less sensitive to an overbought condition. Often it will be followed 
by a small decline or even a trading range, as at point A in Fig. 1<M. The 
rule then » do not count on a short-term overbought condition to trigger 
a big decline in a bull market because the odds do not favor it 
Finally, people often point to an oversold condition and use that as their 
rationale for a rally. Your favorite Financial columnist might say, “Analysts 
point out foat the market is deeply oversold and a snap back rally is 
expecte . nee again, it very much depends on the environment. In a 
ull market, yes, that is true, but the columnist is more likely to say that 
despite a short-term oversold condition, analysts are expecting lower 
prices because ." and then the columnist will go on to list a load ofbear- 
lsh factors justifying his or her position. Remember, as a genera] rule, the 
media reflect the crowd, which is usually wrong at turning points, and do 
not make accurate forecasts, especially when quoting “experts.” 

In a bear market, on the other hand, a market or stock is far less sensi- 

S t0 ™ oversold readin g> often failing to signal a rally or possibly being 
followed by a trading range, as at point B in Fig. 10-4. 

The maturity of the trend, whether primary or intermediate, often has 
an effect on the limits that an oscillator might reach. For example, when a 
r U mar et . ** J. ust ^ e S un » there is a far greater tendency for an oscillator 
move quickly into overbought territory and to remain at very high read- 
ings for a considerable period of time. In such cases, the overbought read- 
>ngs tend to give premature warnings of declines. During the early phases 
. e bu when 1116 market possesses strong momentum, reactions 

e overeold level are much more responsive to price reversals, and such 
a mgs therefore offer more reliable signals. It is only when a bull trend 
“ matunn S- or during bear phases, that overbought levels can be relied 
pon to signal that a rally is shortly to be aborted. The very fact that an indi- 
cator is unable to remain at. or even to achieve, an overbought reading for 
a long period is itself a signal that the advance is losing momentum The 
opposite is true for a bear trend. 


Overbought and Oversold Crossovers 

i m0S ' cases> client buy and sell alerts are generated when the momen- 
m indicator exceeds its extended overbought or oversold boundary and 
en crosses back through the boundary on its way to zero. Figure 10-5 
monstrates this possibilify. This approach filters out many premature buy 
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and sell signals generated as the indicator just reaches its overextended 
boundary, but one should still wait for a trend reversal in the price itself 
before taking action. 

Mega-Overboughts and Oversold s 

As discussed in Chapter 26, there is a close connection between market sen- 
timent indicators and the characteristics of oscillators. Since market senti- 
ment differs widely during bull and bear markets, it follows that such mood 
swings are occasionally reflected in changing characteristics of momentum 
indicators. Observing these changing characteristics through short-term 
oscillators is one of the few techniques that enables us to identify primary 
trend reversals at an early stage. 

As discussed in previous chapters, I have termed some of these phenom- 
ena mega-overboughts and mega-oversolds. A mega-overbought is the initial 
thrust in a bull market following the final bear market low. It is a reading 
in the momentum indicator well beyond the normal overbought condition 
witnessed in either the previous bull or bear market and should represent 
a multiyear high. Such conditions are usually a sign of a very young and 
vibrant bull market. The very fact that an oscillator is able to rally to such 
a high level can be used, along with other trend-reversal evidence, to signal 
that a new bull market has begun. It represents a sign that the balance 
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between buyers and sellers has unequivocally shifted in favor of buyers. 
Think of a situation where a person uses all his or her strength to crash 
through a locked door. It takes a tremendous amount of energy to achieve, 
but once the door is finally shoved open, there is nothing to hold that per- 
son back any longer. In the same way, a mega-overbought removes the price 
from its bear market constraints, leaving it free to experience a new bull mar- 
ket. An example is shown in Fig. 10-6. 

A mega-overbought is about the only instance when opening a long posi- 
tion from an overbought condition can be justified. Even so, it can only be 
rationalized by someone with a longer-term time horizon. This is due to the 
fact that whenever an oscillator experiences a mega-overbought, higher 
prices almost always follow after a short-term setback or consolidation has 
taken place. A highly leveraged trader may not be able to withstand the 
financial pressure or the countertrend move, whereas the long-term investor 
can. In most instances, you will probably find that the immediate correc- 
tion following the mega-overbought is sideways, rather than downward, but 
there are just enough exceptions to trip up the overleveraged trader. 

Since a mega-overbought condition is associated with the first rally in a 
bull market, it is a good idea to check and see if volume is also expanding. 
If it takes the form of record volume for that particular security, the signal 
is far louder, because record volume coming after a major decline is usu- 
ally a reliable signal of a new bull market Expanding volume is a more or 
less necessary condition since it is consistent with the idea that buyers now 
have the upper hand and that the psychology has totally reversed. 
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Having said that, there are occasions when a mega-overbought condition 
is followed not by a reversal, but by a change in trend. In other words, the 
previous bear market emerges into a multiyear trading range rather than a 
full-fledged bull market The point here is that the low preceding the mega- 
overbought is not normally decisively violated for many years. 

The same concept also appears in reverse for oversold extremes. 
Consequendy, when a price decline following a bull market high pushes a 
momentum indicator to a multiyear extreme low, well beyond anything wit- 
nessed either during the previous bull or bear market, the implication is that 
sellers now have the upper hand. The feet that it is possible for the momen- 
tum indicator to fall so sharply and so deeply is in itself a sign that the char- 
acter of the market has changed. When you see this type of action, you 
should, at the very least, question the bull market scenario. Look for tell- 
tale signs that a new bear market may be underway. What are the volume 
configurations on the subsequent rally? Does volume now trend lower as the 
price rises compared to previous rallies that were associated with trends of 
rising volume? 

The same possibilities of a change, as opposed to a reversal in trend, also 
apply in the sense that a mega-oversold is typically the First decline in a bear 
market, but occasionally it can also signal a change in trend from a primary 
bull market to a multiyear trading range. An example of a mega-oversold is 
shown in Fig, 10-7, Both mega-conditions are usually best observed in short- 
term oscillators ranging from 10 to as many as 30 days in a time span* They 
never develop from indicators whose construction constrains their fluctua- 
tions between 0 and 100, such as the RSI and stochastic indicators. Examples 
of a mega-overbought and a megaK>versold are shown in Chart 10-2. 





Mega -oversold 



Figure 10-7 Mega-oversold. 
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Chart 10-2 Beckon Dickenson, 1981-1985, and a mega-overbought and oversold. (From 
uju/ii/. pring.com.) 



Extreme Swings 

The extreme swing is another phenomenon that signals a dramatic shift in 
psychology. It reflects the idea that some primary trend reversals are signaled 
by a swing from unbelievable exuberance, as the bull market reaches its 
peak, to one of complete despondency and depression, as the first bear mar- 
ket setback gets under way. The opposite is true of a transition from a pri- 
mary bear to a primary bull market. In order for an extreme swing to 
develop, it is necessary for the market to experience a prolonged up- or 
downtrend. The extreme swing then appears in a momentum indicator by 
an extremely strong move in the direction of the then-prevailing trend, as 
shown in Fig. 10-8. This is followed by an extreme reading in the opposite 
direction* 

In Fig* 10-8, we see a exhaustion blowoff to the bull move as the oscilla- 
tor reaches a very overbought reading. This is subsequently followed by a 
price decline that pushes it to the other extreme* Such action indicates a 
t^matic shift in sentiment as market participants change from a mood of 
euphoria to one of despondency as the security eventually reacts in the direc- 
hon opposite to that originally expected* 

In order to qualify for an extreme swing, the first swing must represent 
e 8tr °ngest move in several years, certainly the strongest since the initial 
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Figure 10-8 Bearish extreme swing. 


thrust from the previous bear market bottom. It is really a climax move for 
the bull market. The second swing to the downside should really be a mega- 
oversold, though in some cases an extreme oversold will suffice. 

This phenomenon is undoubtedly formed because the first swing encour- 
ages the participants who have been right about the prevailing trend and 
discourages those who have been wrong. In the case of a bull market, the 
final rally also squeezes out all of the remaining shorts, so when the trend 
reverses, there is virtually no buying activity from speculators covering short 
positions. The preceding sharp advance also encourages buyers who could 
see that there was only one way prices could go, and that was up. As a result, 
decisions on the buy side are made carelessly and without thought for the 
fact that prices may move the other way. When they do, such individuals are 


flushed out of the market with no quarter given. Since there are few short 


sellers able to pick up the pieces, the price drops ferociously. 


Extreme swings also develop between a bear and bull primary trend, as 
featured in Fig. 10-9. In this case though, the mood swing is from total 
despondency and depression as the bear market squeezes out the last of the 
bulls from the sharp and persistent downtrend. Even the strongest bulls are 
forced to capitulate and eventually there is no one left to sell. Then during 
the rally phase, the shorts are forced to cover and new buying comes in 
because of the perceived improvement in the fundamentals. Since there is 
virtually no one left to sell, prices shoot up, and a mega- or extreme over- 
bought is registered. 



Figure 10-9 Bullish extreme swing. 


Needless to say, extreme swings are quite unusual, but when you can spot 
them, it really pays to follow their lead since a new trend invariably results. 
An example of a bullish extreme swing is shown in Chart 10-3 featuring VF 
Corp. 

Divergences 

The ball example used at the beginning of the chapter showed that maxi- 
mum velocity was obtained fairly close to the point at which the ball leaves 
the hand. Similarly, prices in financial markets usually reach their maximum 
level of momentum ahead of the final peak in prices. In Fig. 10-10, this is 
shown at point A . If the price makes a new high, which is confirmed by the 
momentum index, no indication of technical weakness arises. On the other 
hand, if momentum fails to confirm (point B) } a negative divergence is set 
up between the two series, and a warning of a weakening technical struc- 
ture is given. Such discrepancies normally indicate that the price will 
undergo a corrective process. It can take the form of either a sideways or a 
horizontal trading range, or (more likely) a downward one. However, the 
price will sometimes continue upward to a third top and be accompanied 
hy even greater weakness in the momentum index (point C). Occasionally, 
the third peak in the momentum index may be higher than the second, but 
lower than the first. Either circumstance requires some degree of caution, 
s mce this characteristic is a distinct warning of a sharp reversal in price or 
a long corrective period. 
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Chart 10*3 VF Corp,, 1989-1993, and a positive extreme swing* (From uiww.pring.com.) 




Figure 10-10 Momentum and divergences. 
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r Technical Principle.' It is extremely important to note that 
divergences only warn of a weakening or^stfengthening technical con- 
dition and do riot represent actual buy and sell signals 
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Figure 10-10 also shows a positive divergence. In this instance, the price 
makes its low at point E, but this is preceded by the oscillator that bottomed 
at D . 

Whenever any divergence between momentum and price occurs, it is 
essential to wait for a confirmation from the price itself that its trend has 
also been reversed. This confirmation can be achieved by (1) the violation 
of a simple trendline, as shown in Fig. 10-10, (2) the crossover of an MA, or 
(3) the completion of a price pattern or (4) a reversal in peak/ trough pro- 
gression. This form of insurance is well worth taking, since it is not unknown 
for a security to continually lose and regain momentum without suffering 
a break in trend during a long cyclical advance. Examples of this phenom- 
enon occurred during the 199(Ts bull market in U.S. stocks and in Japanese 
stocks between 1982 and 1990. 

# ^ £ ooc * example can be seen in Chart 1 0-4, which shows the Nikkei Dow 
violating an important 3 V *-year secondary trendline after the 13-week ROC 
indicator had negatively diverged several times with the index. As a result, 
the fmal rally was accompanied by very little upside momentum. It would 
have been a mistake to sell on any of the prior divergences, but a very timely 
sell signal was generated by waiting for a confirmation in the form of a trend 
break in the index itself. 

At point C in Fig, 10-11, the price moves to a significant new high, but 
the momentum indicator is barely able to remain above the equilibrium 
line. Such a situation demands the utmost caution when accompanied by a 
tend break* because it is usually a sign of extreme technical weakness and is 
u ten, though certainly not always, followed by an above average decline, 
he opposite type of situation (see Fig. 10-12) in a bear market should be 
viewed as a very positive characteristic, especially if the upward trend break 
m price is accompanied by high volume. The more explosive the volume, 
the more reliable the signal. 

In a sense, it is possible to equate momentum divergences and price trend 
reaks with dark clouds and rain. If you look up at the sky and observe dark 
c ouds, common sense tells you that it will probably rain, but you do not 

ow for sure until you can hold out your hand and actually feel rain falling. 
n OL ^ er words, the clouds (like the divergences) warn of the deteriorating 
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Chart 10-4 Nikkei, 1 985-1990, and negative divergences. At the 1990 peak, the Nikkei 
experienced numerous divergences with its 13-week ROC. They were confirmed when the price 
eventually violated its 1 986-90 up trendline and later on crossed below Its 65-week exponen- 
tial moving average (EMA)* These negative divergences took place over a 3-year period so it 
was not surprising that the Nikkei experienced a major bear market following this event. (From 
witfLtf.prFng.com.) 




Figure 10-11 Extreme bearish divergence. 
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weather (technical condition), but the change in weather is signaled only 
y the first raindrop (reversal in the price)* It is possible to take the anal- 
ogy a step further by concluding that the darker the clouds (the greater the 
number of divergences) , the heavier the rainstorm (the sharper the price 
decline). F F 


Pnce Discrepancy Divergences 

A further indication of subde strength or weakness is given when the 
Momentum series moves strongly in one direction, but the accompanying 
move pri ce index is a much smaller one. Such a development sug- 

gests that the security is tired of moving in the direction of the prevailing 
trend, because despite a strong push of energy from the oscillator, prices 
unable to respond* This unusual but powerful phenomenon is illustrated 
tor both tops and bottoms in Figs. 10-13 and 10-14. 
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Figure 10-13 Bullish price discrepancy divergence. 



Complex Divergences 

It is widely recognized that price movements are simultaneously influenced 
by several cyclic phenomena. Because a single momentum indicator can 
monitor only one of these cycles, it is always a good idea to compare several 
different momentum indicators based on differing time spans. 
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One approach is to plot two momentum indicators of differing time spans 
on the same chart, as shown in Fig. 10-15. Since this method tries to mon- 
itor two separate cycles, it is just as well to choose two widely different time 
spans. For example, not much could be gained from the comparison of 12- 
and 13-week ROCs since they would move very closely together. On the 
other hand, comparing 13- and 26-week spans would clearly reflect differ- 
ent cycles. 

Most of the time, the two indicators are moving in gear, so this study does 
not give us much information. On the other hand, when the longer-term 
indicator reaches a new peak and the shorter one is at or close to the equi- 
librium line, they are clearly in disagreement or out of gear (see point A 2 
in Fig. 10-15). This normally, but not necessarily, indicates that a reversal in 
trend will take place, and it is usually a significant one. Even so, it is very 
important to make sure that any such divergence is confirmed by a rever- 
sal in the price trend itself. In Fig. 10-15, a trend break does occur, but in 
Fig. 10-16, no reversal takes place and the price continues upward. 

Complex divergences also occur in a positive combination, as indicated 
at point Bi in Fig. 10-15, but again, it is mandatory to wait for that trend- 
reversal signal in the price itself. 

An example in Chart 10-5 features Lowe’s using 20- and 45-day ROCs. The 
45-day series makes its bottom in January of 1995, but by that time the 20- 
day series is already around zero. Soon after, the price confirms this diver- 
gence by rallying above a small resistance trendline. 

— - Index 

Long-term MA 



Figure 10-15 Complex divergence. 
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Figure 10-16 Complex divergence with nonconfirmation. 


Chart 10-5 Lowe s, 1994-1995, and a complex divergence, (From www.prtng.com.) 
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Momentum Trend-Reversal 
Techniques 

Trendline Violations 

Occasionally, it is possible to construct a trendline on the momentum indi- 
cator by connecting a series of peaks or troughs. An example of an uptren d 
reversal is shown in Fig, 10-17. When the line is violated, a trend-reversal 
signal for the oscillator is generated. 

The construction and significance of the break should be based on the 
principles outlined in Chapter 8. This type of momentum weakness must 
be regarded as an alert, and action should be taken only when confirmed 
by a break in the price trend itself (indicated at point AA in Fig, 10-17). In 
effect, die momentum trend break is reinforcing the price trend break and 
offers an additional piece of evidence that the trend has reversed. 

An example signaling a new uptrend is featured in Fig. 10-18, It is possi- 
ble for the momentum trend break to precede that of the price by some 
time, yet it does not generally lose its potency because of this. 




Figure 10-17 Bearish momentum trend break, 
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It should also be noted dial momentum trendline breaks can be con- 
firmed by any legitimate trend^re versa! technique in the price, be it an MA 
crossover, a price pattern or peak-trough progression reversal, and so on. 
Of all the methods of momentum interpretation, the joint trendline viola- 
tion technique is one of the simplest and without doubt one of the most 
effective. 


Momentum Price Patterns 

Momentum indicators are also capable of tracing out price patterns. 
Because of die shorter lead times normally associated with reversals of falling 
momentum, a breakout from an accumulation pattern, when accompanied 
by a reversal in the downward trend of the price itself, is usually a highly 
reliable indication that a worthwhile move has just begun. An example is 
shown in Fig. 10-19 and Chan 10-6. 

It is important to use a litde common sense in interpreting momentum 
price patterns. Figure 1 0-20, for example, shows a breakout from a reverse 
head-and-shoulders (H&S) pattern that takes place as a result of an overbought 
condition. This is not to say that such signals will never be valid, but it stands 
to reason dial a breakout from an extreme level is very unlikely to result in 
a sustainable price move. Remember, technical analysis deals with probabilities, 
and the odds of a favorable outcome in this case are low. 
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Figure 10-19 Momentum price pattern completion. 


Chart 10-6 Alcoa 1999-2000, and momentum price patterns. This chart features Alcoa 
wth a 10-day ROC. Note how a reverse H&5 in the lOday ROC was completed just before 
the price broke a nice trendline to the upside. Adding to the significance of the signal was the 
act that the price crossed above its MA more or less simultaneously with the trendline viola- 
tion. Since both the line and the MA represent resistance, the breakout offered two pieces of 
^ ^ d , had ^sed As soon as the ROC had broken out, ft began to form 

an H&5 top. The break from this momentum distribution pattern was then confirmed by the 
pnee violating a small up trendline. {From ujuua.prfng.com.) 



Equilibrium Crossovers 

Some technicians have devised indicators that offer buy and sell signals when 
! . e Momentum indicator crosses above and below its equilibrium or zero 
*he. Many markets do not lend themselves to this approach, so its imple- 
mentation depends very much on a trial and error basis through 


206 


Part I: Trend-Determining Techniques 




Figure 10-20 Overbought momentum pattern completion. 


experimentation. In any event, it is always a good idea to use this method in 
conjunction with a reversal in the price itself. Chart 10-7 shows how zero 12- 
month ROC crossovers, used in conjunction with 12-month MA crossovers, 
have consistently given reliable buy signals for the Economist All Items 
Commodity Index. The two sets of ellipses point out few whipsaw signals. 

Momentum and MA s 

By now, it is apparent that all the trend-determining techniques used for 
price are also applicable to momentum. The interpretation of oscillators, 
as described previously, depends to a considerable extent on judgment. One 
method of reducing this subjectivity is to smooth the ROC index by using 
an MA. Warnings of a probable trend reversal in the price being monitored 
are offered by momentum MA crossovers, as indicated in Fig. 10-21. 

One of the problems associated with this approach is that the momen- 
tum indicator is often much more jagged than the price index that it is try- 
ing to measure, causing an unacceptable number of whipsaw signals. It is 
possible to filter out some of these whipsaws by using a combination of two 
MAs, as shown in Fig. 10-22. Buy and sell alerts are given when the shorter- 
term MA crosses above or below its longer-term counterpart. 
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Chart XO-7 The Economist Commodity Index, 1968-2001, and zero crossovers. (From 
u;u>u>.pring.com.) 



Buy 


Fun^e 10-21 MA crossovers. 
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Figure 10-22 MA crossovers smoothed. 


This concept of momentum is explained in greater detail in the next 
chapter, since smoothed momentum forms the basis of the trend deviation 
and MACD indicators. 


Smoothed Momentum Indicators 

Another way of incorporating MAs into momentum studies is to smooth the 
momentum indicator by a long-term MA. The meaning of long-term in this 
case will depend on the type of trend being monitored. For example, a 20- 
to 30-day time span would be suitable for a short-term price movement, but 
a 6-, 9-, or 12-month smoothing, or one even longer, is more appropriate 
for a primary trend. Warnings of a probable trend reversal in the price would 
be offered by a reversal in the smoothed momentum index itself, as shown 
in Fig. 10-23 (a), or by a penetration of the MA through a designated over- 
bought or oversold level, as in Fig. 10-23 (b). The level of the dashed over- 
bought and oversold barrier would be determined on a trial and error basis, 
with reference to a historical study of the relationship between the price and 
the momentum curve. 

If the momentum curve is found to be unduly volatile, it is always possi- 
ble to smooth out fluctuations by calculating an even longer-term MA or by 
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Figure 10-23 (a) Directional changes of smoothed momentum MAs. (b) Overbought/over- 
sold recrossovers of smoothed momentum MAs. 


smoothing the MA itself with an additional calculation. Another possibility 
is to construct an oscillator by combining the MAs of three or four ROCs 
and weighting them according to their time span. This possibility is discussed 
at length in Chapter 12. 

Chart 10-8 shows the effectiveness of combining two smoothed ROC indi- 
cators. In this case, the smoothing is a 10-month weighted average of 
IT and 14-month ROCs of the S&P Composite monthly closing prices. Since 
this indicator has been found useful for market bottoms rather than tops, 
the momentum curve is significant only when it falls below the zero refer- 
ence line and then rises. The arrows show that bull market signals between 
I960 and 2000 were particularly timely. The ellipse represents a signal where 
the indicator was timely, although in this case it did not drop below zero. I 
have traced this indicator back to 1900 and found that very few whipsaws 
were triggered. These could have been eliminated by waiting for a 12-month 
crossover as confirmation. Clearly, this is an excellent track record 
(derived from an approach discovered by E.S.C. Coppock). 

A further variation on the construction of a smoothed momentum index 
ls to tehe the ROC of an MA of a price index itself. This method reverses 
^e process described previously, because instead of constructing an ROC 
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Chart 10-8 S&P Composite and the Coppock Indicator, 1960-2001. (From 
www.pring.com,) 



and then smoothing the resulting momentum index, the price index itself 
is first smoothed with an MA, and an ROC is taken of that smoothing. 


Summary 

• Momentum is a generic term embracing many different types of oscillators. 

• Momentum measures the rate at which prices rise or fall and gives use- 
ful indications of latent strength or weakness in a price trend. This is 
because prices usually rise at their fastest pace well ahead of their peak 
and normally decline at their greatest speed before their ultimate low. 

• Since markets generally spend more time in a rising than a falling phase, 
the lead characteristic of momentum indicators is normally greater dur- 
ing rallies than during reactions. 

• Oscillators reflect market sentiment and have different charactersistics in 
primary bull and bear markets. 

• There are two basic methods of interpreting momentum: momentum 
characteristics and momentum trend reversal. 

• Momentum signals should always be used in conjunction with a trend- 
reversal signal by the actual price. 


11 
Individual 
Momentum 
Indicators I 

In this and the next chapter, several specific momentum indicators will be 
examined. It is recommended that you study them all and then choose three 
or four in which you have confidence and with which you feel intuitively 
comfortable. Following too many indicators usually leads to confusion. 

Relative Strength Indicator 

The Formula 

The relative strength indicator (RSI) was developed by Welles Wilder. 1 It is 
a momentum indicator, or oscillator, that measures the relative internal 
strength of a security against itself. This should not be confused with com- 
parative relative strength, which compares the performance of one security 
to another. The formula for the RSI is as follows: 

RSI = 100 

1 + RS 

average of x days’ up closes 
average of x days’ down closes 

^Wells Wilder, New Concepts in Technical Trading Systems, Trend Research, Greensboro, NC, 
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where RS = the average of x days’ up closes divided by the average of x days’ 
down closes. The formula aims to overcome two problems involved in the 
construction of a momentum indicator: (1) erratic movements and (2) the 
need for a constant trading band for comparison purposes. Erratic move- 
ments are caused by sharp alterations in the values, which are dropped off 
in the calculation. For example, in a 20-day rate of change (ROC) indica- 
tor, a sharp decline or advance 20 days in the past can cause sudden shifts 
in the momentum line even if the current price is little changed. The RSI 
attempts to smooth out such distortions. 

The RSI formula not only prorides this smoothing characteristic, but also 
results in an indicator that fluctuates in a constant range between 0 and 100. 
The default time span recommended by Wilder is 14 days, which he justi- 
fied on the basis that it was half of the 28-day lunar cycle. 

The RSI Enables Comparisons Between Securities 

The nature of the RSI calculation enables the accurate comparison of dif- 
ferent securities on the same chart. In Chart 11-1, there are two series, the 
Dow Jones Utilities Index and the Philadelphia Gold and Silver Share 
Index. The upper panel plots a 45-day ROC and the lower one a 45-day RSI. 
With the ROC, it is not easily possible to compare the two because the 
Utilities Index is far less volatile. On the other hand, you can see that the 
divergence in volatility is far less. Because of this, it is much easier to estab- 
lish universal standards for the overbought and oversold benchmarks. Using 
the 14-day default, these levels are traditionally set at 30 for oversold and 
70 for overbought. 


Constructing Overbought/Oversold Lines 

The default time span for the calculation of an RSI is 14 periods. The over- 
bought and oversold lines are typically drawn at 70 and 30, respectively. In 
an article entitled “How The RSI Behaves,” 2 Peter W. Aan argued that the 
average value of an RSI top and bottom occurred close to the 72 and 32 lev- 
els, respectively. This research would indicate that the 70 and 30 levels rec- 
ommended by Wilder should be moved farther apart to better reflect the 
average overbought and oversold values. 

It is important to note that the magnitude of the oscillations of the RSI 
is inverse to that of most other momentum series. For example, the ROC 
indicator is subject to wider fluctuations the longer the time span. It works 
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Chart 11-1 RSI versus the ROC. ( From www.pring.com.) 



in an opposite way for the RSI. For the RSI, equilibrium is the halfway point, 
which in this case is the 50 level. It is therefore traditional to place the over- 
bought and oversold lines equidistant from this point. 

We should remember that longer time spans in the RSI calculation result 
in shallower swings and rice versa. Consequently, the 70/30 combination is 
inappropriate when the time span differs appreciably in either direction 
from the standard 14-day period. Chart 11-2, for example, features a 9-day 
RSI for the Eurodollar for which an 80/20 combination gives a much bet- 
ter feel for the overb ought/ overs old extreme than the 70/30 default value. 
This is due to the fact that shorter time spans result in wider RSI oscillations. 
The lower panel features a 65-day RSI in which the narrower swings result 
m a more appropriate 65/35 combination. In this instance, neither of the 
default 70/30 values is reached at any time. 

The terms long and short time spans refer to the type of data under con- 
sideration in a relative sense. For example, a 60-day RSI would represent a 
long span for daily data, but for monthly numbers, a 60-day (2-month) span 


Major Technical Principle The longer the time span , the narrower 
tile RSI overbought and oversold lines should be constructed and vice 
versa. : ^ tvv ‘ v " ' ' ' "■ 


^Futures, January 1985. 
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Chart 1 1-2 Eurodollar, 1994-1997. RS ooerbought/oversold hnes. (From 


www.pjing.com.} 
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are many other cycles apart from the lunar cycle. Working on this assump- 
tion, for example, would mean that a 14hour RSI would be inappropriate 
if the dominant cycle was something other than 28 hours. The same would 
be true for weekly and monthly data. 

In practice, a 14-day time span works quite well, but only for shorter peri- 
ods. I also use 9-, 25-, 3G-, and 45-day spans. For weekly data, the calendar 
quarters operate effectively, so 13-, 26-, 39-, and 52-week spans are adopted. 
As for monthly charts, the same recommended spans for the ROC are also 
suitable for the RSI, that is, 9, 12, 18, and 24 months. 

For longer-term charts, covering perhaps 2 years of weekly data, a time 
span of about 8 weeks offers enough information to identify intenmediate- 
term turning points. A 2ffweek RSI results in a momentum series that oscil- 
ates in a narrower range* but nevertheless usually lends itself to trendline 
construction. Very long term charts, going back 10 to 20 years, seem to 
re $pond well to a 1 2-month time span. Crossovers of the 30 percent over- 
sold and 70 percent overbought barriers provide a very good indication of 
r^ajor long-term buying and selling points. When the RSI pushes through 
ese extremes and then crosses back toward the 50 level, it often warns of 
a reversal in the primary trend. 

To isolate major buy candidates, it is important to remember that the best 
Opportunities lie where long-term momentum, such as a 12-month RSI, is 
oversold. If you can also identify an intermediate- and a short-term oversold 
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condition, all three trends, primary, intermediate-term, and short-term, are 
then in a classic conjunction to give a high-probability buy signal. 

RSI Interpretation 

Extreme Readings and Failure Swings Any time an RSI moves above 
its overbought zone or below its oversold zone, it indicates that the security 
in question is ripe for a turn. The significance depends upon the time frame 
under consideration. For example, an overbought reading in a 14klay RSI, 
as shown in Chart 11-4, is nowhere near as significant as an RSI constructed 
with a 12-month time span, as in Chart 11-5. An overbought or oversold read- 
ing merely indicates that, in terms of probabilities, a counterreaction is over- 
done or overdue. It presents an opportunity to consider liquidation or 
acquisition, but not an actual buy or sell signal. This can come only when 
the price series itself gives a trend-reversal signal. 

For instance, in Chart 1 1-6 featuring Centura Banks, the overbought read- 
ing in June 2000 was confirmed by a nice trend break in the price, as was 
the oversold reading that had previously been registered in February. 
Compare this to the December 1999 oversold reading that was not con- 
firmed by a price break and did not generate any meaningful rally. 

More often than not, the RSI traces out a divergence, as indicated in Fig. 
11-1. In this case, the second crossover of the extreme level at points A and 


Chart 11-4 German Bunds, 1995-1996, RSI and trendlines. ( From www.pring.com .) 
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Chart 11-5 Spot Nickel, 1981-2001 , RSI, trendlines, failure swings, and extreme crossovers. 
(From ujiuuj.pring.com.) 



Chart 11-6 Centura Banks, 1999-2000 RSI, trendlines, and price patterns. (From 
ujujuj. phng.com.) 
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B usually offers good buy and sell alerts. These divergences are often called 
failure swings . Chart 1 1-7 shows an example of a bullish failure swing for J.P. 
Morgan in October 2000. Chart 11-5 shows a longer-term failure swine for 
Spot Nickel. 


Trendline Violations and Pattern Completions The RSI can also be 
used in conjunction with trendline violations. Generally speaking, the 
longer the time span for any particular period (daily, weekly, or monthly), 
the better the opportunity for trendline construction. Important buy and 
sell signals are generated when trendlines for both price and the RSI are 
violated within a relatively short period (refer to Chart 11-4). An example 
of the RSI’s capability to form price patterns is shown in Chart 11-6, where 
we see three situations in which it traced out a head-and-shoulders (H&S) for- 
mation. Each one was confirmed by a trend break in the price. Note how 
the inverse pattern, formed in the summer of 1999, involved several false 
oversold crossover buy signals. However, it was not undl the pattern was com- 
pleted that the price confirmed any of this by rallying above its 3-month 
down trendline. 


Smoothing the RSI It is a perfectly legitimate technique to smooth the 
RSI. One of my favorite approaches is to smooth a 9-day RSI with an 8-day 
MA. Because the fluctuations are not as great as the raw data, the overbought 
and oversold lines are drawn at 70 and 30, not at my usual default of 80/20 
for a 9-day span. 
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Chart 11-7 J.P. Morgan, 2000-2001, RSI, trendlines, and failure swings. This chart shows 
a 14-day RSI for J.P. Morgan. Note the two trendline violations that signaled declines in 
September 2000 and February 2001. Also, there was a bullish failure swing at the October 
low. It’s true that the price confirmed with a trendline violation, but the trendline was not that 
impressive since it was quite steep and was only touched by one rally. Little wonder that the 
stock needed to test the low again before taking off to the upside. {From www.pring.com.) 



Chart 11-8 features such an indicator plotted inversely with the 30-year 
yield to correspond with movements in bond prices. This smoothing tech- 
nique is very useful from the point of view of flagging reversals when the 
indicator moves beyond its normal overbought and oversold extremes. The 
dashed arrows point to changes in trends signaled by the RSI moving to an 
extreme, but where no reasonable price confirmation was given. The solid 
arrows show the three instances where the overbought and oversold 
extremes were confirmed with price trend breaks. This form of interpreta- 
tion works pretty well except in periods experiencing strong linear up- or 
downtrends. 

Application to Peak-and-Trough Progression 

The RSI often traces out a series of rising or falling peaks and troughs, 
w hich, when reversed, offer important buy or sell alerts. Chart 11-9 shows 
that the 14-day RSI for SunTrust Banks experienced two peak-and-trough 
rev ersals, each of which was confirmed by a price trend break. These are 
fla gged by the arrows. 
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Chart 11-8 30-year Government Yield, 1998-2001, RSI and overbought and oversold 
crossovers. ( From www.pring.com.) 



Chart 11-9 SunTrust Banks’ 1997 RSI and peak-and-trough analysis. ( From 
www.pring.com.) 
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Two Variations on the RSI 

Chande Momentum Oscillator 

The Chande momentum oscillator (CMO), named after its inventor, Dr. 
Tushar Chande, is a variation on the RSI, yet is uniquely different. It has 
three characteristics: 

• The calculations are based on data that have not been smoothed. This 
means that extreme short-term movements are not hidden, so the indi- 
cator reaches overbought and oversold extremes more often, but not 
enough to result in too many signals. 

• The scale is confined within the -100 to +100 range. This means that 
the zero level becomes the equilibrium point. With the RSI, die 50 level 
is the equilibrium point and is not always readily identifiable. With zero 
as the pivotal point, it is easier to see those periods when momentum is 
positive, and those when it is negative. The zero equilibrium therefore 
makes comparisons between different securities that much easier. 

• The formula uses both up and down days in the calculation. 

Interpretation x 

Chart 11-10 compares a 14-day RSI with a 14-day CMO. The first thing to 
notice is that the CMO reaches an overbought and oversold extreme more 
times than the RSI, such as in February and June 2000 and in January 2001. 
Sometimes it is possible to construct more timely and better trendlines for 
the CMO, though occasionally it works the other way. The March 2000 
break, for instance, came off as a better trendline for the CMO than the RSI; 
so too did the breaks from trendlines AB and CD. The two trendlines in the 
summer of 2000 were slightly better for the RSI. Note also that both series 
experienced positive divergences at the October 2000 low, but the one for 
hie CMO was a much stronger signal since the September bottom was well 
above that of mid-October. It does not always work in favor of the CMO, but 

• prefer this indicator because of the more numerous overbought and over- 
sold readings, and the plus and minus scaling, which makes it easier to spot 
positive and negative readings. 

One approach that I have found helpful is to plot a 20-day CMO and 
smooth it with a 10-day MA, such as that plotted in Chart 11-11. 1 then take 
a smoothing of this indicator, in this case a 10-day simple MA, the dashed 
^ne that hugs the CMO. MA crossovers are then used to generate buy and 
sel1 a lerts. However, since there are numerous crossovers, it is important to 
m ake an attempt at filtering out those that are not likely to work out by only 
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Chart 1 1-10 FTSE, 2000-2001, comparing the RSI with the CMO. ( From ivww.prmg.com.) 



using those that develop at an extreme level in view of the fact that they tend 
to be more accurate. This should then be confirmed by a trend break in 
the price itself. Some examples are shown in Chart 11-11. 

Relative Momentum Index 

The relative momentum index, or RMI as it is known, is another variation 
on the RSI. In the calculation of the RMI, the standard RSI formula is mod- 
ified to allow for a momentum factor. This indicator first came to my atten- 
tion as an article in the February 1993 Stocks and Commodities magazine by 
Roger Altman. 

This modification has two effects. First, it smooths the indicator and, sec- 
ond, it accentuates the degree of the fluctuation. The result is a less jagged 
oscillator that experiences more overbought and oversold readings. The 
RMI requires two parameters: the time frame and the momentum factor. 

If the RMI has a momentum factor of 1, the indicator is identical to the 
RSI. It is only when the momentum factor is greater than 1 that the two 
series diverge. 

Chart 11-12 shows two variations on the RMI. The middle panel features 
a 14-day span with an 8-day momentum factor, and the lower one a 45-daV 


Chart 11-11 Hang Seng’s 1998-2000 smoothed CMO. 



span with a 10-day momentum factor. Since it is an RSI-based indicator, 
longer-term spans involve less volatility. Note that the fluctuations in the 45- 
day series are much less pronounced than the 14-day RMI. 

Generally speaking, the longer-term span offers slower and more delib- 
erate movements that lend themselves more easily to trendline construction. 
Several examples are shown in Chart 11-12. 1 particularly like the late 1998 
signal since it is confirmed by a simultaneous breakout above the trendline 
and the 200-day MA. Whenever a price crosses above a trendline and a reli- 
able MA at the same time, it emphasizes the strength of the signal since they 
reinforce each other as dynamic resistance areas. 

Conclusion 

^ost of the time, the RSI and its two variations, like all oscillators, do 
not tell us very much. The RSI can be really useful when it triggers diver- 
gences, completes price patterns, or violates trendlines. When such an 
occurrence is also confirmed by a trend-reversal signal in the price itself, it 
ls dually a wise policy to pay attention, because the RSI has a good record 
of reliability. 
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Chart 11 12 AT&T, 1996-2001, two RM1 variations. (From wwui.prtng.com.) 



Trend Deviation (Price Oscillator) 

A trend-deviation indicator is obtained by dividing or subtracting a security’s 
pnce by a measure of trend, which is usually a form of MA. It is also possible 
o ase a trend devjauon using linear regression techniques. However, we will 
concentrate on the MA method here. This approach is also called a price osdl- 
or in some charting packages. There are two methods of calculation: sub- 
ction and division. Division is preferred, since it is more reflective of 
proportionate moves. For a discussion of this topic, you are referred to 
Chapter o and Chapter 8, which compare logarithmic and arithmetic scales. 

- ince c av erage represents the trend being monitored, this oscillator 
m icates how fast the price is advancing or declining in relation to that 
trend An oscillator based on a trend-deviation calculation is, in fact, a hor- 
izons representation of the envelope analysis discussed in Chapters, but 
m dm graph, c format, it also shows subde changes of underlying technical 
strength and weakness. 

Figures 1 1-2 (a) and (b) show these two approaches for the same indict 
e upper and lower envelopes are both drawn at a level that is 10 per- 
cent from the actual MA. which means that when the price touches die 100 
!‘ n f; Y ealIy atdle same level as the MA. When die momentum index is 
VJ™' ,ndex 15 10 P erce °t above its MA, and so on. Chart 11-13 

the S&l Composite Index also indicates how a trend-deviation indica- 
tor using the closing price and a 25-day MA is calculated. 
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Chart 1 1-13 S&P Composite, 1996^1997, calculation of a trend-deviation indicator. (From 
wuim, prlng.com.) 



he interpretation of a trend-deviation indicator is based on the same 

diy 11 ^^ 5 in Chapter 10. This method can be used to identify 

intQ^ 0 ^ aS We ^ 35 Over hotight and oversold zones, but it appears to come 

1 ts own when used in conjunction with trendline construction and MA 
rt >ssovej^ p 
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Trendline Construction 

Chart 11-14 shows the Morgan Stanley Capital International (MSCI) 
Hungary Index together with a trend deviation calculated from a close 
divided by a 45-day MA. This is a fairly jagged indicator and lends itself to 
overbought/ oversold, trendline, and price pattern analysis. In March 2000, 
we see the completion of an H&S top in the indicator, which was later con- 
firmed by a trendline violation in the price. Later, the oscillator traces out 
a double bottom formation and the price violates a 3-month down trend- 
line and crosses above its 25-day MA. This should have warranted a good 
rally, but instead the price initially advanced and then traded in a sideways 
range, later to be followed by a new low. 

In theory, this breakout should have worked. In retrospect, it was because 
the price had begun a bear market, but this example is a good reminder 
anyway that even the best laid technical principles can and do fail from time 
to time, all the more reason to plan an exit strategy prior to making a trade or invest- 
ment in case things do not go according to plan. 

Trend Deviation and MAs 

An alternative approach with trend-deviation indicators is to smooth out 
unwanted volatility with the aid of two MAs, as shown in Chart 11-15. The 
actual trend-deviation series is calculated by taking a 2b-week MA of the clos- 

Chart 11-14 MSCI Hungary Index and a trend-deviation indicator, 1999-2000. (From 
www.pring.com.) 
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ing price divided by a 52-week MA. The second series is simply a 10-week 
MA of the first Buy and sell alerts are then triggered as the smoothed trend- 
deviation indicator crosses above or below its 10-week MA. Then look for a 
confirmation from the price itself. Two examples are shown in Chart 11-15, 
one for a top and the other for a bottom. 

This is very much a guerilla approach because the buy alert indicated by 
the dashed arrow was signaled almost at the top of the rally. This example 
demonstrates the importance of picking and choosing between signals, only 
selecting those that develop close to a turning point. If this filtering 
approach is not taken, then there is considerable risk that action will be 
taken close to the end of the trend. 

A useful method that greatly reduces such whipsaw activity, but still 
offers timely signals, is to advance the 52-week MA by 10 weeks when the 
trend-deviation calculation is being made. This means that each weekly close 
is divided by the 52-week MA as it appeared 10 weeks before. This new 
calculation has been plotted in the center panel of Chart 11-16. 

In this example, the whipsaw in late 2000 was filtered out since the trend- 
deviation indicator fails to cross decisively below its MA. I am not suggest- 
ing this as the only legitimate combination for weekly charts, but it is one 
that appears to operate quite well. There is always a trade-off when you try 
to make signals less sensitive and in this case we find that there is occasionally 
a small delay compared to the nonadvanced 52-week MA. The most obvious 


Chart 11-15 S&P Airlines, 1995-2001, and a smoothed trend-deviation indicator. ( From 
www.pring.com.) 
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Chart 1 1-16 S&P Airlines, 1995-200 1 , and two smoothed trend-deviation indicators. (From 
www.pring.com.) 



one on this chart developed at the beginning of 1997, where the lagged 
series in the center panel crossed its MA at a slightly higher price. In most 
instances though, this is a small price to pay if a costly whipsaw can be 
avoided. 


Moving Average Convergence 
Divergence 

The moving average convergence divergence (MACD) trading method is a 
form of a trend-deviation indicator using two MAs, the shorter being sub- 
tracted from die longer. The two MAs are usually calculated on an expo- 
nential basis, in which more recent periods are more heavily weighted than 
in the case of a simple MA. It is normal for the MACD to then be smoodied 
by a third exponential moving average (EMA) , which is plotted separately 
on the chart. This average is known as the signal line , the crossovers of which 
generate buy and sell signals. This indicator obtains its name from the fact 
that the two EMAs are continually converging and then diverging from each 
other. The MACD has gained great popularity over the years, but in effect, 
it is really just another variation on a trend-deviation indicator that employs 
two EMAs as its method of deviation. A visual of its construction is there- 
fore very similar to Chart 11-13. 
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MACDs can be used with many different time periods. Gerald Appel of 
Signalert, 5 who has done a considerable amount of research on the subject, 
recommends that buy signals on a daily chart be constructed from a com- 
bination of 8, 17, and 9 exponential MAs, but he feels that sell signals are 
more reliable when triggered on the basis of a 12, 25, and 9 combination. 
On the other hand, the popular MetaStock program plots the default val- 
ues as 12 and 26 with the signal line at 9. 

Chart 11-17 shows an example from General Electric with an MACD indi- 
cator. As mentioned before, one of the principal ways in which the MACD 
is interpreted is to use the signal-line crossovers as buy and sell alerts. The 
problem I have with this approach is that it results in far too many whip- 
saws. In Chart 1 1-17, we see numerous examples. A more reliable technique 
is to construct overbought and oversold lines, trendlines, and price patterns 
and to look for divergences. In the chart, both series complete H&S pat- 
terns at the end of the year 2000. The MACD also experiences a negative 
divergence. Note how the divergence, flagged by the right shoulder, is barely 
able to rally above zero. The result is an above-average decline. Note also 
that the indicator was unable to rally above zero and touched its oversold 
level several times during the balance of the period covered by the chart. 
This type of action reflects bear market activity. The MACD is often plotted 
in a histogram format along with the signal line as in Chart 11-18. 



3 Signalert, 150 Great Neck Road, Great Neck, NY 11021. 
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Alternatively, the MACD can be plotted as a smoother series using two rel- 
atively long-term MAs. This more deliberate series then lends itself better 
to signal-line crossovers. For example, on hourly charts, a 65/90 combina- 
tion with a 12-period signal line appears to work quite well. The same prin- 
ciple can be applied to daily, weekly, or monthly charts. Ironically the default 
time span used for daily charts (26/12 with a 9-day signal line) appears to 
work better on monthly ones because it manages to retain the primary trend 
swings yet the signal line whipsaw crossovers are kept to a minimum. 

Stochastic Indicators 

Introduction and Formula 

The stochastic indicator originally gained a great deal of popularity among 
futures traders, with the result that the standard formula uses very short term 
time spans. The theory behind the indicator, which was invented by George 
Lane/ is that prices tend to dose near the upper end of a trading range dur- 
ing an uptrend. As the trend matures, the tendency for prices to dose away 
from the higher end of the trading range becomes pronounced. In a down- 
ward-moving market, the reverse conditions hold true. 


“’ 18 Homesteke Mining and an MACD in histogram format. This chart shows a 
d No , te th u* MACD histogram gradually became weaker as the pattern 

wXlFrom * short ' term **“ ^Snal- but ‘he price eventually fell below the signal 



‘Investment Educators Incorporated, Des Plaines, IL 60018. 


Individual Momentum Indicators \ 


231 


The stochastic therefore attempts to measure the points in a rising trend 
at which the dosing prices lend to cluster around die lows for the period 
in question, and vice versa, since these are the conditions that signal trend 
reversals. It is plotted as two tines, the %/nine and the %D line. The %D 
provides the major signals and is therefore more important. 

The formula for calculation of %K is 

%I K=10Q[(C-L S )/(H S -L 6 )] 

where C is the most recent close, L $ is the lowest low for the last five trad- 
ing periods, and H h is the highest high for the same five trading periods. 
Remember that the calculation of stochastic indicators differs from that of 
most other momentum indicators in that it requires high, low, and dosing 
data for the period in question. 

The stochastic formula is similar to the RSI in that the plots can never 
exceed 0 or 100, but in this case, it measures the dosing price in relation 
to the total price range for a selected number of periods. A very high read- 
mg, in excess of 80, would put the closing price for die period near the top 

or the range, while a low reading, under 20, would place it near the bottom 
of the range. 

The second line, %D, is a smoodied version of the %/Hine. The normal 
value is three periods. The %D formula is as follows: 

%D= 100 X (Hz/LJ 

t * ie fr lree ~P er iod sum of (C- Z^) and L$ is the three-period sum 

momentum indicator that results from these calculations is two lines 
at uctuate between 0 and 100. The %,One is usually plotted as a solid 
ine, while the slower %D line is usually plotted as a dashed line. A good 

y djff e r entiate between them is to think of the fast %A'as "kwick" and 
me slow %D as "dawdle.” 

The popularity of the stochastic can no doubt be explained by the smooth 
luh nner ^ moves ^ rom an overbought to an oversold condition, 

wo 3 trader * nto a feeling that price trends are much more orderly than 
°1 a PP ear froin a n observation of an RSI or an ROC indicator. 
v ? n ^ erHerm dme frames, used on monthly and weekly charts, appear to 
J rnuc ^ 1 Metier than the shorter-term stochastic indicators used on daily 
ln . . res ^ arts ' CoIh r and M eyers in The Encyclopedia of Technical Market 
cr noted that the stochastic tested very poorly relative to MA 

ssovers and other momentum Indicators. 

TheEncyci °P cdia ofTectMot Market Indicators, Dow 


232 


Part I: Trend-Determining Techniques 


Individual Momentum Indicators I 


233 


Overbought and oversold bands are usually plotted in the 75 to 85 per- 
cent area on die upside and in the 15 to 25 percent area on the downside, 
depending on the time span in question. An overbought indication is given 
when the %D line crosses die extreme band, but an actual sell alert is not 
indicated until the %K line crosses below it When the two lines cross, they 
behave very similarly to a dual MA system. If you wait for the penetradon, 
you can avoid getting trapped into shorting a strongly bullish move or buy- 
ing into an extremely negative one. 

Interpretation 

Crossovers Normally, the faster % inline changes direction sooner than 
the %D line. This means that the crossover will occur before the %D line 
has reversed direction, as in Fig. 11-3 (a). When the %Dline reverses direc- 
tion first, a slow, stable change of direction is indicated, and %Dis regarded 
as a more reliable signal [see Fig. 11-3(6)]. 




Divergence Failure An important indication of a possible change in 
trend arises when the %K line crosses the %D line, moves back to test its 
extreme level, and fails to cross the %D line, as in Fig. 11-4. 

Reverse Divergence Occasionally, during an uptrend, the %D line will 
make a lower low, which is associated with a higher low in the price, as in 
Fig. ITS. This is a bearish omen, and conventional wisdom suggests look- 
ing for a selling opportunity on the next rally. This condition is sometimes 
referred to as a bear setup. A bull setup develops at the end of a downtrend. 




Figure 11-3 Stochastic crossovers. 


^8ure 11*5 Stochastic reverse divergences. 
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Extremes Occasionally, the %K value reaches the extreme of 100 or 0. 
This indicates that a very powerful move is underway, since the price is con- 
sistendy closing near its high or low. If a successful test of this extreme occurs 
following a pullback, it is usually regarded as an excellent entry point. 

Hinges When either the % ATline or the %D line experiences a slowdown 
in velocity, indicated by a flattening line, the indication is usually that a rever- 
sal will take place in the next period (see Fig. 11-6). 

Divergences The stochasdc indicator often sets up posidve and negative 
divergences in a similar manner to other oscillators. Some possibilities are 
indicated in Fig. 11-7. Buy and sell alerts are triggered when the %K line 
crosses %D after a divergence has taken place. 

Slowed Stochastic Indicator It is also possible to extend the calcula- 
tion in order to invoke a slowed version of stochastic indicators. In this 
instance, the % K line is replaced with the %D line, and another MA is cal- 
culated for the %D. Many technicians argue that this modified stochastic 
version gives more accurate signals. Chart 11-19 shows the Amex Brokers 
Index together with a 10-day %K slowed by a factor of 5. The %D line has 
a slowing factor of 5 as well, hence the 10/5/5 label. 



Figure 11-6 Stochastic hinges. 
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Figure 11-7 Stochastic divergences. 


Chart 11-19 Amex Brokers Index, 2000-2001, stochastic and several interpretive tech- 
niques. (. From www.pring.com .) 
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Summary 

• The RSI is bounded by 0 and 100. Overbought and oversold lines should 
be wider the shorter the time span. 

• The RSI lends itself more easily to comparing the momentum of differ- 
ent Insecurities than does the ROC. 

• The RSI can be used in conjunction with overbought and oversold lines, 
divergences, price patterns, trendlines, and smoothings. 

• Trend-deviation indicators are calculated by dividing the close or a short- 
term MA by a longer-term one. 

• Trend-deviation indicators can be used with trendlines, price patterns, and 
MAs. They also lend themselves to overbought-oversold and divergence 
analysis. 

• The MACD is a form of trend-deviation indicator. 

• The stochastic indicator assumes that prices close near the low at the end 
of a rally and near their highs at the end of a downtrend. 

• The stochastic indicator is confined between 0 and 100 and consist of two 
lines, the %/£and the %D. 

• The stochastic indicators lend themselves to crossovers, divergences, 
hinges, extremes, and reverse divergences and are usually plotted in their 
slowed version. 
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The Know Sure Thing (KST)* 

The Long-Term KST 


Chapter 10 explained that the rate of change (ROC) measures the speed 
of an advance or decline over a specific time span and is calculated by divid- 
ing the price in the current period by the price N periods ago. The longer 
the time span under consideration, the greater the significance of the trend 
being measured. Movements in a 10-day ROC are far less meaningful than 
those calculated over a 12- or 24-month time span. 

The use of an ROC indicator helps to explain some of the cyclical move- 
ments in markets, often giving advanced warning of a reversal in the prevail- 
mg trend, but a specific time frame used in an ROC calculation reflects only 
°ne cycle. If that particular cycle is not operating, is dominated by another 
°ne, or is dominated by a combination of cycles, it will be of little value. 


. Major Technical Principle Price at any one time is determined by 
|f the interaction of many different time cycles^ An indicator that takes 
f : this into consideration is likely to be more timely without losing too 
| rnuch in the way of sensitivity. 


, * design of this indicator was adapted from a technique used by Ian S. Notley, in my 
ew l he world’s leading analyst of financial cyclic phenomena. 
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This point is illustrated in Chart 12-1, which shows three ROC indicators 
of different time spans: 6 months, 12 months, and 24 months. The 6-month 
ROC tends to reflect all of the intermediate moves, and the 24-month series 
sets the scene for the major swings. The arrows flag the mzyor turning points. 
They show that for the most part all three ROCs are moving in the same 
direction once the new trend gets under way. A major exception occurred 
at the 1984 bottom. Here we see the price rise, but immediately after, the 
24-month ROC declines while the others continue on up. During the 
period covered by arrow A, the speed of the advance is curtailed because 
of the conflict between the three cycles. Later, though, all three ROCs get 
back in gear on the upside and the rally approximated by arrow B is much 
steeper. In effect, major turning points tend to occur when several cycles 
are in agreement and speedy advances and declines develop when more 
cycles are operating in the same direction. This is a fairly limited view 
because there are far more than three cycles operating at any one point 
in time. 

Clearly, one ROC time span taken on its own does not give us a complete 
picture. This was one of the factors that I considered when designing the 
KST. Another was that I wanted an indicator that fairly closely reflected the 
major price swings over the time period under consideration, primary 
trends for monthly charts, short-term trends for daily charts, and so forth. 


Chart 12-1 S&P Composite, 1978-1988, and three ROCs. (From www.pring.com .) 
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Since the most important thing is for the indicator to reflect the primary 
swings, the formula is weighted so that the longer, more dominant time 
spans have a larger influence. 

Chart 12-3 compares the performance of the smoothed 24-month ROC 
to the long-term KST. It is fairly self-evident that the KST reflects all of the 
major swings being experienced by the smoothed 24-month ROC. However, 
the KST turning points develop sooner than those of the ROC. The verti- 
cal arrows slice through the ROC as it bottoms out. In every instance, the 
KST turns ahead of the arrow, the lead time varying with each particular 
cycle. Note how in 1988 the KST turns well after the 1987 bottom, but just 
at the time when the market begins to take off on the upside. The ROC 
reverses direction much later. There is one period when the KST under- 
performed, and that is contained within the 1986-1987 ellipse where the 
KST gave a false signal of weakness, unlike the ROC that continued to rise. 

The dominant time frame in the KST’s construction is a 24r-month period, 
which is half of the 4-year business cycle. This means that the KST will work 
best when the security in question is experiencing a primary up- and down- 
trend based on the business cycle. For example, Chart 12-4 shows the KST 
during the 1960s and 1970s where the S&P was in a clearly defined business 
cycle-typetrading range. Periods of accumulation and distribution occur 
between the times when the KST and its MA change direction. 

There are really three levels of signaling. The first occurs when the indi- 
cator itself changes direction, the second when it crosses its MA, and the 


Chart 12-3 S&P Composite, 1973-1991, and a smoothed ROC versus the KST {From 
www.pring.com .) 
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Chart 12-4 S&P Composite, 1963-1979, and a long-term KST. (From tutuw.pnng.com.) 



third when the MA also reverses direction. In most cases, the MA crossover 


offers the best combination of timely signals with a minimum of whipsaws. 
Changes in the direction of the 9-month MA offer the most reliable signals, 
but these usually develop well after the turning point. The most timely and 
reliable signals thereby develop in those situations where the MA reverses 
close to a turning point 

For the most part, the indicator has been very reliable, but like any other 



technical approach, it is by no means a perfect technique. For instance, the 
same calculation is shown in Chart 12-5, but this time for the Nikkei. 
During periods of a secular or linear uptrend (as occurred for Japanese equi- 
ties in the 1970s and 1980s), this type of approach is counterproductive since 
many false bear signals are triggered. However, the vast majority of markets 
are sensitive to the business cycle, and so the summed ROC concept works 
extremely well. It is for this reason that I call this indicator the KST, which 
stands for know sure thing. Most of the time the indicator is reliable, but you 
know that it’s not a sure thing. 

Short- and Intermediate-Term KSTs 

The KST concept was originally derived for long-term trends, but the idea of 
four smoothed summed ROCs can just as easily be applied to short, interme- 
and even intraday trends. Formulas for various time frames are shown 
ln Table 12-2. The formulas presented here are by no means the last word and 
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Chart 12-5 The Nikkei, 1975—1992, and a long-term KST. ( From www.pring.com .) 



Table 12-2 Suggested KST Formulas* 

RQC ^ Wei g ht ROC MA Weight ROC MA Weight ROC MA Weight 


Short-term* 

10 

10 1 

15 

10 

2 

20 

10 

3 

30 

15 

4 

Short-term * 

3 

31 1 

4 

41 

2 

6 

6i 

3 

10 

8i 

4 

Intermediate-term 1 

10 

10 1 

13 

13 

2 

15 

15 

3 

20 

20 

4 

Intermediate-term* 

10 

10’ 1 

13 

131 

2 

15 

15i 

3 

20 

201 

4 

Long-term 5 

9 

6 1 

12 

6 

2 

18 

6 

3 

24 

9 

4 

Long-term 5 

39 

26’ 1 

52 

261 

2 

78 

261 

3 

104 

391 

4 


I s P osslble to program all KST formulas into MetaStock and the Computrac Snap 
Module (see Resources, at the end of the book). 

*Based on daily data. 

*Based on weekly data. 
s Based on monthly data. 

’EMA 


are suggested merely as good starting points for further analysis. Readers may 
experiment with different formulas for any of the time frames and may well 
come up with superior results. When experimenting, strive for consistency, 
never perfection, for there is no such thing in technical analysis. 

Chart 12-6 shows an intermediate KST for the London copper price. One 
of the things I like about the indicator, especially in its short-term and inter- 
mediate varieties, is its flexibility of interpretation. Pretty much all of the 
interpretive techniques discussed in Chapter 10 can be applied. In Chart 12* 
6, we see an overbought crossover at the tail end of 1994. It did not amount 
to anything because it was not possible to come up with any trend-reversal 
signals in the price. Later, though, in early 1995 we see a negative divergence, 
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Chart 12-6 Cash copper, 1993-2001, and an intermediate KST. (From www.pring.com.) 



an overbought crossover, a 65-week exponential moving average (EMA) 
crossover, and a head-and-shoulders (H&S) top in the price— classic stuff. 
There were a couple of false buy signals on the way down, but the rally peaks 
in the KST lent themselves to a nice trendline construction. The violation 
of the line, the oversold crossover, and the completion of the base in the price 
combined to offer a nice buy signal in late 1996. The next time the KST 
crossed its oversold level in 1998 there was no good place to observe a trend- 
reversal signal in the price. That was not true in early 1999, where a positive 
divergence, an EMA crossover by the KST, and a trendline break in the price 
offered a good timely entry point. Note that after the price broke above the 
down trendline, it subsequently found support at the extended line. 

Charts 12-7 and 12-8 feature a short-term KST suitable for use with daily 


data. First, the KST for the Bombay SE Index experienced nice fluctuations 
between 2000 and the first quarter of 2001. The arrows on the chart indi- 
cate the approximate periods when the KST reverses and crosses above or 
below its 10-day MA. These MA crossovers are a classic way in which the KST 
is used. Unfortunately, not all situations are as usable as this. 

Chart 12-8, for instance, shows the KST with the Amex Brokers Index. After 
two false KST MA crossovers, the index finally succumbed to a trend break 
a nd a negative KST divergence in the spring of 1999. Occasionally, the KST 
will move in a very quiet and subdued manner, as indicated by the two con- 
verging trendlines in the fall of 1999. Once the indicator breaks out and this 
is confirmed by the price, a strong and reliable signal is usually given. 
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Chart 12-7 Bombay SE Index and a shorHerm KST [From uiwu?. pong, com.,) 



Chart 12-8 Amex Broken index, 1998-2000, and a short-term KST (Fro^i 
wurm,pi1ng.com + ) 



Chart 12-9 shows a 15-minute bar of Apple Computer with a short and 
intermediate KST suitable for intraday trading. Several oversold crossover 
signals are featured. Generally speaking, the monthly KST is far more reli- 
able than its daily and weekly counterparts. The degree of success for nR)' 
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Chart 12-9 Apple Computer and two intraday KSTs. [From lululv. pnng.com.) 



of these time frames will depend on the character of the market being mon- 
itored and the nature of the trend. By its very construction, the formula 
assumes that markets are influenced by the usual 4-year business cycle. 
Whenever that time frame is unduly shortened or lengthened, the monthly 
KST suffers in its performance. 


Using the KST with the Market Cycle Model 

Three Main Trends Chapter l explained that there are several trends 
operating in the market at any particular time. They range from intraday, 
hourly trends right through to very long term or secular trends that evolve 
over a 20- or 30-year period. For investment purposes, the most widely 
recognized trends are short term, intermediate term, and long term. Short- 
term trends are usually monitored with daily prices, intermediate-term 
trends with weekly prices, and long-term trends with monthly prices, A 
hypothetical bell-shaped curve incorporating all three trends is shown in 
% 1-1 in Chapter L 

From an investment point of view, it is important to understand the direc- 
^on of the main, or primary', trend. This makes it possible to gain some per- 
spective on the current position of the overall cycle. The construction of a 
long-term KST is a useful starting point from which to identify major mar- 
ket cycle junctures. The introduction of short and intermediate series as well 
now enables us to replicate the Market Cycle Model. 
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Tlie best investments are made when the primary trend is in a rising mode 
and the intermediate- and short-term market movements are bottoming out 
During a primary bear market, the best selling opportunities occur when 
intermediate- and short-term trends are peaking. 

In a sense, any investments made during the early and middle stages of 
a bull market are bailed out by the fact that the primary trend is rising 
whereas investors have to be much more agile during a bear market in order 
to capitalize on the rising intermediate-term swings. 


Combining the Three Trends Ideally, it would be very helpful to track 
the KST for monthly, weekly, and daily data on the same chart, but plotting 
constraints do not easily permit this. It is possible, however, to simulate these 
three trends by using different time spans based on weekly data, shown for 
the Chicago lumber price in Chart 12-10. This arrangement facilitates iden- 
tification of both the direction and the maturity of the primary trend 
(shown at the bottom) as well as the interrelationship between the short and 
the intermediate trends* The lines above the price reflect primary bullish 
and bearish environments as reflected in the long-term KST crossing above 
and below its 2frweek EMA. Note how the short-term KST rarely moves to 
the oversold zone during the bullish environments and rarely to overbought 
when the main trend is down. 
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The best buying opportunities seem to occur either when the long-term 
index is in the terminal phase of a decline or when it is in an uptrend, but 
has not yet reached an overextended position. These indicators differ from 
the previous charts in that they are smoothed by EMAs rather than by sim- 
ple MAs* Trial and error suggests this substitution as more suitable for this 
type of arrangement. Tlie long-term indicator is constructed from the same 
time spans as the monthly series; thus, 12 months becomes 52 weeks, and 
so on. 

Only an actual EMA crossover should he interpreted as a buy or sell alert 
fora momentum series based on exponential smoothing, not on a reversal 
in direction. Quite often, the long-term series stabilizes but does not reverse 
direction, thereby leaving the observer in doubt as to its true intention. Vital 
clues can often be gleaned from the action of the short-term and interme- 
diate series in conjunction with the price action itself. 

For example, in early 1997 the long-term KST stabilized, but preceding 
this event the intermediate series had crossed below its EMA and violated 
a trendline. The short-term series also completed a top and crossed below 
zero, while the price itself violated a nice up trendline. All Lhesc signals sug- 
gested that the price was at best likely to move sideways. Even under that 
scenario, the long-term KST could be projected to decline since there would 
be a tremendous dissipation of upside momentum resulting from these 
signals. 

The KST can also be adapted to relative strength lines. This is especially 
useful for the long term when applied to industry groups or individual 
stocks. This is because the group rotation around die business cycle means 
that linear up- and downtrends are far less likely to develop than with 
absolute price data* For a fuller discussion on these matters, readers are 
referred to Chapter 16, on relative strength, Chapter 19, on group rotation, 
and Chapter 31, on individual stock selection. For those who do not have 
access to a charting package capable of plotting the KST, a useful substitute 
is the MACD, suitably smoothed with longer-term MAs. 


The Directional 
Movement System 

The objective of the Directional Movement System designed bv Welles 
Wilder is to determine whether a market is likely to experience a trending 
or trading range environment. The distinction is important because a 
pending market will be better signaled by the adoption of trend-following 
m tiicators such as moving averages (MAs), whereas a trading range envi- 
ronment is more suitable for oscillators* In practice, 1 am not impressed with 
capability of the Directional Movement System to accomplish this objec- 
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tive, other than to identify a change in trend. On the other hand, there are 
several other ways in which this indicator can be usefully applied. 


The Concept 

The calculation of the Directional Movement System is quite involved and 
time does not permit a full discussion here. For that, readers are referred 
to Wilder’s New Concepts in Technical Trading. 

To simplify matters, the directional movement indicator is plotted by cal- 
culating the maximum range that the price has moved, either during the 
period under consideration (a day, week, 10-minute bar, and so on) or from 
the previous period’s close to the extreme point reached during the period. 
In effect, the system tries to measure directional movement Since there are 
two directions in which prices can move, there are two directional move- 
ment indicators, called +DI and — DI. Since the raw data derived from the 
calculation are unduly volatile, they are each calculated as an average over 
a specific time period and the result is plotted on a chart. Normally, the DIs 
are overlaid in the same chart panel. The standard, or default, time span is 
14 periods. Chart 12-11 shows the two DIs using a 14-day span. Crossovers 
of the DIs are then used as buy and sell signals. 

There is one other important indicator incorporated in this system and 
that is the Average Directional Index (ADX). The ADX is simply an aver- 
age of the + DIs and —DIs over a specific period. In effect, it subtracts the 
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days of negative directional movement from the positive ones. However, 
when the — DI is greater than the +DI, the negative sign is ignored. This 
means that the ADX only tells us whether the security in question is expe- 
riencing directional movement or not. Again, the normal default time span 
is 1 4 days. 

The ADX is calculated in such a way that the plot is always contained 
within the scale of 0 to 100. High readings indicate that the security is in a 
trending mode (it has a lot of directional movement), and low readings indi- 
cate a lack of directional movement and are more indicative of trading range 
markets. Unlike other oscillators, the ADX tells us nothing about the direc- 
tion in which a price is moving, only its trending or nontrending charac- 
teristics. Use other oscillators for this task. 


The Two DIs 

Chart 12-1 1 features the price of IBM together with ± DIs using a 14-day time 
span. Buy alerts are signaled when the + DI crosses above the — DI and rice 
versa. In this example, there are several occasions when it is possible to con- 
firm such crossovers with a trendline violation in the price. MA crossovers 
or price patterns could just as easily be substituted. In this example, the 
crossovers are pretty good and not subject to any whipsaws. Unfortunately, 
things do not always work out as well as this. That’s one reason why it is 
important to make sure that such crossovers are confirmed by the price. 


Chart 12-12 Alcoa, 1999-2000, two smoothed DIs. and an ADX. ( From wwiv.pring.com.) 
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Another way around this is to smooth the two DIs, as I have done in Chart 
12-12, This certainly reduces the whipsaws, but there is a trade-off in that 
the signals are occasionally delayed because this approach is less sensitive. 


The ADX 

A high ADX reading does not tell us that the market is overbought and 
about to do down. Please note that a changein trend is different from a wtuer- 
sal in trend since a change in trend can be from up to down, up to side- 
ways, or down to up. Similarly, a downtrend could change to a trading range 
or to an uptrend. 

In Chart 12-13, a 1 -4-day ADX has been plotted against Alcoa. I have also 
placed an oversold (little directional movement) at 15 and an overbought 
(lots of directional movement) at 50. Since the volatility of each security is 
different, such lines should be drawn on a triahandnerror basis using the 
price history (as much as possible) as a guide. There are three periods when 
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the ADX, haring indicated a strong directional movement, then falls back 
below its 40 level. The reversal warns us that the trend or strong directional 
movement has now reversed, and we should be on the lookout for a change 
of trend. In the First instance, it was from up to sideways, in the second from 
up to down, and on the far right of the chart from down to up. 

There is rarely an optimum time span for any indicator. However, for the 
ADX, the 14rperiod span and those very close to it appear to offer the best 
results. Chan 12-14 shows two extremes: a 6-day and a 30-day span. They 
demonstrate that shorter-term time frames return an ADX that is too 
volatile, while longer-term ones result in a step-like pattern. 

The arrow against the 6-day series also goes to show that a reversal in direc- 
tion does not always result in a change in trend. In this case, a reduction in 
directional movement was accurately predicted by the reversal. 
Unfortunately, the reduction was not sufficient to result in a change of trend, 
merely a slowing down in the existing (downward) one. Fortunately, this 
kind of action is the exception rather than the rule. 

Chart 12-12 zeros in on one of these periods, but it also includes a 10-day 
MA of the ldrday up and down DIs. These are displayed in order to offer 
some idea as to the implication of the reversal in the ADX. In this case, the 
crossing of die 50 level {note that this overbought reading is not the same 
as that in Chart 12-13) is followed by a negative crossover of the smoothed 
DI above its + DI counterpart. This indicates that die reversal in the ADX 
is likely to be followed by a decline. 


Chart 12-14 AT&T 1998-2001, and two ADXs. {From tvuiw.pring.com.) 
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Low readings in the ADX indicate a lack of directional movement, and 
these can be helpful as well when it is fairly clear that a rising trend of direc- 
tional movement is underway. Consider the situation in November 1999. 
The ADX had been in a narrow trading range at a very low level. Then it 
broke to the upside. This indicated that the price was now likely to trend, 
but in which direction? The answer lay in monitoring the two smoothed DIs 
and the price. In this instance, the +DI crossed above the minus series and 
the price was confirmed with a nice breakout. Remember that the rising 
ADX did not signal rising prices, only rising directional movement. If the 
— DI had crossed below the +DI and the price had broken to the downside, 
the rising ADX would then have been associated with a declining trend in 
the price. 

The Parabolic Indicator 

The Concept 

The Parabolic System, devised by Welles Wilder, is not a momentum indi- 
cator, and so stricdy speaking, it does not fall within the scope of this chap- 
ter. However, it is being mentioned briefly since it has become a very 
popular trading mechanism and can be used to generate timely stop-loss 
signals. 

One of the most valid criticisms of trend-following systems is that the 
implied lags between the turning points and the trend-reversal signals oblit- 
erate a significant amount of the potential profitability of a trade. The 
Parabolic System is designed to address this problem by increasing the speed 
of the trend, so far as stops are concerned, whenever prices reach new prof- 
itable levels. The concept draws on the idea that time is an enemy, and unless 
a trade or investment can continue to generate more profits over time, it 
should be liquidated. Since it is a stop-loss system, it can be used with any 
momentum series, once that indicator has been used to filter out a good 
entry point for a trade. It is also a trailing stop-loss system, which means that 
the stop is continually being moved in the direction of the position, that is, 
up for a long position and down for a short one. 

When the position is first initiated, it is given a relatively long leash, so to 
speak. Then, as time passes, and the price increases, the stop is gradually 
tightened. The expression parabolic arises from the shape of the curve of the 
stops as it appears on the chart. In a rising market, the stop is continually 
being raised, never lowered. In a declining market, the opposite will 
hold true. 
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How Docs It Work? 

The parabolic shows up on the chart as a parabolic-shaped curve that is plot- 
ted above and below the price, as in Chart 12-15. This curve is often 
referred to as the SAR, which stands for stop and reversal system. This is 
because the parabolic, when triggered, is often used not only to stop a posi- 
tion, but to actually reverse it. Thus, a parabolic would simultaneously trig- 
ger the liquidation of a long position and the entering of a short one. 

Personally, I prefer to select an entry point and use the Parabolic System 
for the purposes of setting the stop, rather than continually reversing posi- 
tions. Remember, most losing trades develop when you go against the direction oj 
the main trend . Strict use of the parabolic with the stop and reversal approach 
totally ignores this discipline. That’s why I prefer to use the Parabolic 
System as a stop system only, and not a stop and reverse system. 

Strict use of the parabolic would involve buying when the price crosses 
above it, placing the stop well underneath the purchase price. This is the 
downside because there is considerable risk at this point. Gradually, the par- 
abolic picks up steam and the risk is dramatically reduced as upside momen- 
tum increases. In Chart 12-15, the sell signal comes pretty close to the top 
of the rally. The short signal in November also results in a nice profit. 

Like most other indicators, the parabolic does not do as well in a trading 


range. This is because it is unable to gather sufficient momentum to quickly 


Chart 12-15 GM and a parabolic, 2000-2001. (From www.pring.com.) 
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reduce the risk* In Chart 12*16, we see five trades, three long (the solid 
arrows) and two short (the dashed arrow's). None make much money, but 
the winners slightly outnumber the losers three to two. 


Setting the Parameters 

Most charting packages enable the user to set two parameters. These are 
the acceleration factor and the maximum acceleration factor The acceler- 
ation Factor is the amount the parabolic is increased every time the price 
makes a new high in an uptrend (a new low in a downtrend). The maxi- 
mum factor is a limit above which the acceleration factor cannot go. For 
example, if the acceleration factor is .2 and the maximum is .8, after the 
price has made four new highs since the parabolic began (that is, .2 times 
4), the acceleration factor remains at .8 until the price crosses the parabolic 
and a new (SAR) trade is begun. The level of the acceleration factor is the 
most important 

With MAs, there is always a trade-off between timeliness and sensitivity, A 
short-term MA gives very timely signals, but is so sensitive that it also 
erates numerous whipsaws. On the other hand, a long-term average has 
fewer whipsaws, but crossovers are less timely. The Parabolic System works 
in exactly same way, but in this case the lower the acceleration factor, the 
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less timely the signal, and the higher the acceleration factor, the more sen- 
sitive and timely are the signals. However, they result in more whipsaws. 

In Chart 12-17, the upper panel features an acceleration factor of .01 with 
a maximum of .2, whereas the lower chart shows a more aggressive ,2 accel- 
eration with a .2 maximum. The difference is very clear. The smaller accel- 
eration factor featured in the top panel results in far fewer whipsaws than 
that in the lower panel, but at the same time is less timely. Setting levels for 
the accelerating factor is a trial-and-error process just like the process of 
determining the optimum span for an MA. In my experience, the default 
value provided with many software programs and Wilder’s recommendation 
of .02 and .2 arc quite satisfactory in most situations. 


A Practical Use 

There are many ways in which the parabolic can be applied. One of my 
favorites is to enter a trade on an MA crossover and exit the trade on a 
reverse crossover. However, if the parabolic crosses the MA, then it should 
be used to exit the trade. An example is shown in Chart 12-18 with General 
Motors. For a more in-depth explanation, please refer to my own 
Momentum Explained book and CD-ROM tutorial. 
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Chart 12-18 GM, a parabolic versus an MA crossover. (From www.pring.com.) 
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Summary 

• The KST can be constructed for any time frame, from intraday to primary 

• The KST is calculated from the smoothed ROC of four time spans, each 
of which is weighted according to the length of time. 

• Long-term, short-term, and intermediate KSTs can be combined on one 
chart to reflect the Market Cycle Model. 

• The KST lends itself to numerous momentum-interpretive techniques and 
can successfully be applied to relative strength analysis. 

• The +DIs and — DIs measure positive and negative short-term direction. 

• When the raw or smoothed DIs cross, they trigger buy and sell momen- 
tum signals. 

• The ADX measures the directional movement of a trend. 

• A rising ADX indicates an increase in directional movement and vice 
versa. 

• When the ADX reverses direction from a high reading, the prevailing 
trend is likely to change. 

• The parabolic is a stop-loss system. 

• The parabolic was originally designed as a stop and reversal method. 
However, it is better used as an exit mechanism due to the large risk often 
associated with the initiation of a position based on an initial parabolic 
stop. 
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Candle Construction 

Candle charts originated in Japan several centuries ago, but have recendy 
gained a following in other countries. This system of plotting price data is 
an alternative to the familiar bar chart. Candles can be used to identify price 
patterns, and they also lend themselves to trendline construction. They are 
constructed from opening, high, low, and closing data for a specific period 
such as an hour, day, or week. 

Bar charts are expressed as vertical lines, with the left and right handles 
representing the opening and closing levels. Candle charts, on the other 
hand, are plotted as vertical rectangular boxes that connect the opening and 
closing prices, and with vertical lines that extend from the rectangles to 
encompass the extreme high and low. Bar charts treat all data more or less 
equally. It is also important to differentiate between which is higher, the 
open or the close. 

Candle charts can be plotted only for markets in which opening prices 
as well as closes, highs, and lows are known. Proponents of this system 
believe that it provides all the information contained in bar charts as well 
as additional ideas contained only in candle charts. Candle charts are not 
the Holy Grail, but they are certainly a useful adjunct to the technical 


Major Technical Principle In candlestick charting, the greatest 


emphasis is given to the opening and closing prices and the trading 
j range between them. 
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arsenal. In this description, we will refer to days since they are the most com- 
mon timeframe, but bear in mind that candle charts can be constructed for 
any time period. 

A typical candle consists of two parts: the real body, that is, the rectan- 
gular part, and the shadow or wick, that is, the two vertical extensions. The 
top and bottom of the rectangle are determined by the opening and clos- 
ing prices for the day. If the closing price ends up above the opening (the 
real body) , it is plotted in white. When it closes below the opening, it is plot- 
ted in black [see Figs. 13-1 (a) and (£)]. The top of the real body represents 
the opening price, the bottom the close. This is reversed in the case of a 
white rectangle where the close is plotted at the top and the open at the 
bottom. 

The thin, vertical shadow lines that protrude from the real body reflect 
the high and low for the day. Since the closing and opening prices can be 
identical, or identical with the high or low, there are a number of possible 
combinations that need to be represented. Some of them are shown in 
Fig. 13-1. 

Candlesticks provide essentially the same information as bar charts, but 
their more pronounced visual representation of the material enables tech- 
nicians to identify characteristics that are less obvious on bar charts. Certain 
phenomena illustrated in bar charts have been given their own names, such 
as key reversal days or island reversal days , likewise, with candle charts. Because 
of the large number of potential variations for both individual days and price 
formations encompassing several days, it has been common practice to give 
exotic names to the various possibilities. The characteristics of the more 
common candles are also shown in Fig. 13-1. 

Figure 13-1 (a) shows the long white line, a wide trading range where the 
opening is close to the low and the high is near the close. This candle has 



(a) (b) (c) (d) (e) (f) (g) (h) (0 


Figure 13-1 Selected one-bar candles. 
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a bullish tendency. Figure 13-1 (b) is the long black line, a wide trading range 
where the opening is close to the high and the close near the day’s low. This 
candle has a bearish tendency. Figures 13-1 (c) to ( e ) show doji lines, where 
opening and closing prices are identical. Interpretation depends upon the 
context in which they appear, but they essentially indicate a balance between 
buyers and sellers. Figures 13-1 (J) and (g) illustrate umbrella lines , where the 
real body is narrow and develops at the high end of the day’s trading range. 
Umbrella lines are bullish at bottoms and bearish at tops. Figures 13-1 (h) 
and (0 show spinning tops, representing days when the trading range is very 
small. They do not have any significance in trading ranges, but are impor- 
tant in some of the price formations discussed later. 

Candle charts offer indications of both reversal and continuation phe- 
nomena, just as bar charts do. Some examples in this chapter demonstrate 
candlestick formations (see Charts 13-1 to 13-4). Candlesticks really come 
into their own in the identification of shorter-term reversals and continua- 
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Reversal Phenomena 

Hammers and Hanging Men (Takuri and Kubitsuri) 

These formations [see Figs. 13-1 (j) and (g)] have probably gained more 
notoriety than all the others because of their imposing tides. A hanging man 
is an umbrella line that develops after a rally. It looks rather like the body 
of a man with dangling legs and, as its name implies, is a bearish pattern. 
If a hanging man appears after a prolonged upmove, it should be treated 
with respect, especially if it occurs after a gap. A hanging man can be iden- 
dfied by the fact that the shadow, or wick, is at least twice the height of the 
real body. The color of the body is not important. 

A hammer is identical to a hanging man, but occurs after a market decline 
when it is a bullish sign. It gets its name from the idea that the price is “ham- 
mering out” a bottom. In effect, it represents the kind of trading day when 
the price temporarily slips quite sharply, because there is a run on the sell- 
ing stops. Nevertheless, the technical position is sufficiently constructive to 
cause buyers to come into the market and push the price back up toward 
or above the opening level. 


Chart 13-2 New York light crude three-month perpetual, 1989-1990. {From 
www.pring.com.) 
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Chart 13-3 Microsoft, 2000-2001, candle volume. {From www.pring.com.) 
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Dark Cloud Cover (Kabuse) 

In real life, dark clouds (see Fig. 13-2) hint at the possibility of rain, so a 
dark cloud candlestick formation implies lower prices. Its bearish connota- 
tions are most pronounced during an uptrend or in the upper part of a con- 
gestion zone. It is a form of key reversal, since the price closes down on the 
day after a gap’s higher opening. It consists of 2 days. The first is a strong, 
white real body, and the second is a black body, in which the close occurs 
in the lower half of the previous white real body. 

Piercing Line (Kirikorni) 

This pattern (see Fig. 13-3) would be more apdy named “sunny sky” because 
it is the exact opposite of the dark cloud and is therefore bullish. It is impor- 
tant to note whether the second day’s white body closes more than halfway 
above the previous body. If it does not, conventional wisdom indicates that 
additional weakness is likely. 



Figure 13-2 Dark cloud cover. 



Figure 13-3 Piercing line. 
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Engulfing Pattern (Tsutsumi) 

This formation (see Fig. 13-4) develops significance after a prolonged price 
move. It is characterized by two consecutive more or less shadowless real 
bodies, in which the second day “engulfs” the first. It is bullish in a down- 
trend, when the second day is a white body, and bearish in an uptrend, when 
it appears as a black one. 

Stars (Hoshi) 

Stars (see Fig. 13-5) are common phenomena in candle charts and come 
in four different reversal varieties. Stars are combinations of wide real bod- 
ies and spinning tops. The morning star heralds a new day (upmove) and is 
bullish. It consists of two long real bodies separated by a spinning top. The 
star is represented by the spinning top, which is made on a gap. The third 
body should be white and should result in a closing price more than 
halfway up the body of the first the dotted horizontal line in Fig. 13-5. The 
evening star is a precursor of night. It has the opposite characteristics and 
implications of a morning star. 



figure 13-4 Engulfing patterns. 



■We 13-5 Stars. 
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A doji star is a bearish sign and occurs after a lengthy rally. It consists of a 
gap and a doji line. A shooting star is like a short-term top where the daily 
price action experiences a small gap and the black real body appears at the 
end of a long wick or upper shadow. 


Upside Gap Two Crows (Narabi Kuro) 

This bearish formation (see Fig, 13-6) consists of a long white line followed 
by two black lines. The first black line gaps to the upside. The third day often 
closes the gap, but because it is a black line where the close is below the 
open, its implication is bearish* 


Three Black Crows (Sanba Garasu) 

The three black ou^jpattem in Fig. 13-7 consists of three declining black can- 
dlesticks that form after an advance. They indicate lower prices. Each black 
candle should open within the real body of its black predecessor and close 



Figure 13-6 Upside gap two crows. 



Figure 13~7 Three black crows. 
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at or close to its session low (see Fig. 13-8). You can see that none of the 
candles have a lower wick (see Fig. 13-9) and each of the three real bodies 
opens within the range of the previous session's real body. 


Tweezer Tops and Bottoms (Kerniki) 

If you hold a tweezer upside down, you will see that the two points are at 
identical levels (see Fig, 13-10). The same is true of a tweezer top, which con- 
sists of two candles that die high of the day is Identical to. Actually, it's pos- 
sible for a tweezer to consist of more than 2 days with an identical top. Make 
no mistake about it, we are talking about the high, which can be a shadow 
or real body close or open. This pattern is short-term bearish because the 
fint day's high acts as resistance; when the second day is unable to punch 



Figure 13-8 Three black crows. 


13-9 



Three black crows. 
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through the horizontal line that marks the area of the top, it indicates a loss 
of upside momentum. In this example, the second day is also an engulfing 
pattern, which is an important point since a tweezer often contains a price 
pattern as part of its formation. 

A tweezer bottom occurs when, after a decline, two or more candles make 
an identical low. This again indicates a loss of downside momentum since 
the price finds support in the area of the low. In Fig. 13-10, we see a tweezer 
literally hammered out because the second low to touch the horizontal line 
is a part of a hammer candle. 

One factor that will increase the significance of a tweezer is the nature of 
the pattern being formed. For example, if the second day of a tweezer top 
is a hanging man, as in Fig. 13-11, we have two pieces of evidence that the 
trend may be about to reverse: the tweezer and the hanging man. 
Alternatively, the second day might be a doji, so the tweezer is really a harami 
cross (see fig. 13-20). It could also be a shooting star. Finally, a tweezer bot- 
tom may also be a morning star, harami, hammer, and so forth. 



Figure 13-11 Tweezer top and a hanging man. 


Belt-Hold Lines (Yorikiri) 

A bullish belt hold (see Fig. 1 3-12) is a one-candle pattern consisting of a long 
candle in which the price opens on the session low and then works its way 
higher throughout the session. The price does not have to close at the high, 
but the longer the real body, the more positive the candle. Also, if a belt 
bold has not appeared on the chart for quite a while, it is therefore an 


Tweezer top 

X' 




I 


i 


□ 

i.a;~ 


I 






l 





Bullish bell hold 
usally opens 
4 on the low 


Tweezer bottom 


Figure 13-10 Tweezer tops and bottoms. 
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Raws 13-12 Bullish belt hold. 

unusual phenomenon. As a result, it gains in importance. This is because 
Baders are making a very strong statement about their feelings towards the 
market with a belt hold compared to the smaller candles that were previ- 
ously the norm. Just think of a crowd murmuring, and then a loud voice 
c omes From within the crowd. It is obviously a person who wants to be heard. 
W ell. the belt hold following a long period of smaller candles amounts to 
same thing. It's a 1-day pattern that says loudly, “ Listen to me because 
I am telling you the short-term trend has changed."’ 

A bearish belt hold (see Fig. 13-13) is the opposite. It is a long black can- 
in which the price opens at the high and then works its way lower as the 
Vision progresses. Belt holds arc often important pivotal days since the high 
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Figure 13-13 Bearish belt hold. 


and low occasionally act as support and resistance areas in subsequent price 
action. The halfway point of the real body of a belt hold should also be mon- 
itored for a possible price reversal during later price swings. 

Counterattack or Meeting Lines (Deai Sen/Gyakushu Sen) 

A bullish counterattack line (see Fig. 13-14) develops when, after a decline, a 
black candle is followed by a white candle and both close or “meet” at the 
same level. This is why this 2-day pattern is sometimes referred to as a meet- 
ing line. The first day is usually a long black candle. The second day opens 
sharply lower, leading most traders to believe prices will continue to give way. 
However, by the end of the day, the price has regained everything lost (a 
counterattack by the buyers) and closes unchanged. The meeting line 
therefore indicates that the downside momentum has probably dissipated 
and a reversal in trend is likely. 

A bearish counterattack or meeting line (see Fig. 13-15) is formed when, 
after an advance, a white candle is followed by a black candle and both close 
at the same level. The psychology behind this one is fairly evident. The 
sharply higher opening on the second day has the bulls in a euphoric mood 
since these new gains come on top of an already sharp rally. However, eupho- 
ria turns to disappointment as the price unexpectedly returns to the 
unchanged level. 
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Figure 13-14 Bullish counterattack line. 



figure 13-15 Bearish counterattack line. 


More specific rules for identifying these patterns are as follows: 

* The first day is colored in the direction of the prevailing trend and the 
second day forms in the opposite color (white/black for tops and 
Mack/ white for bottoms). 

* Both real bodies extend the prevailing trend and are long. 

* The closes are identical. 
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Continuation Formations 

Upside Gap (Tasuki) 

A tasuki gap (see Fig. 13-16) occurs after an advance. The requirement is 
an upside, white line gap followed by a black line that does not close the 
gap. This type of pattern is usually followed by higher prices. However, if 
the gap is filled, the formation deteriorates into an upside gap with one crow 
and therefore loses its bullish portent. 

Rising and Falling Three Methods (Uwa and 
Shita Banare Sanpoo Ohdatekomi) 

These formations [see Figs. 13-l7(a) and (6)] are very similar in concept to 
a flag in bar charting, except that they take only a few days, not weeks, to 
develop. The rising method is a bullish pattern and consists of a powerful 
white line followed by a series of three or four declining small black lines. 
These lines should be accompanied by a noticeable contraction in volume 
that indicates that a very fine balance is developing between buyers and sell- 
ers. The final part of the pattern is a very strong white line that takes the 
price to a new closing high. If volume data are available, this final day should 
record a significant increase in activity. The bearish falling three method is 
exactly the opposite except that volume characteristics are of no significance 
on the last day. An example is featured in Fig. 13-17(6). 

Windows (Ku) 

Japanese chartists refer to gaps as windows (see Fig. 13-18). Whereas gaps 
are said to be Tilled” in traditional bar charts, windows are “closed” in can- 
dle charts. Windows therefore have the same technical implications as gaps. 
(Refer to Chapter 7.) 



Figure 13-16 Upside gap. 
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Bullish Rising 


Bearish Falling 


Figure 13-17 Rising and falling three methods. 
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Figure 13-18 Windows. 


Harami Lines (Yose) 

In Chapter 8, it was mentioned that trendline violations are followed either 
by a reversal or a temporary consolidation. The harami formation, shown in 
Fig, 13-19, is similar to the consolidation trendline break in that it indicates 
a loss of momentum. The main difference is that harami lines are of much 
shorter duration and consist of 2 days’ price action. The second one, the 
harami, forms a real body that is sufficiendy small to be engulfed by the pnor 
day’s long real body. If the harami is also a doji, as in Fig. 13-20, it is called 
a harami cross. After a sharp rally or reaction, these patterns indicate a bai- 
lee between buyers and sellers after one or the other has predominated. 

means that haramis often warn of an impending trend change. In some 
instances, this will be from up or down to sideways and in others an actual 

H^ersal. 
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Harami 


Figure 13-19 Harami. 


I 

Harami Cross 

Figure 13-20 Harami cross. 

Candle Charts and 
Western Techniques 

There is a tendency among many technicians to look at candlesticks in iso- 
lation. My preference, remembering the weight of the evidence approach 
discussed earlier, is to combine selected Western charting techniques with 
candlesticks. This involves, amongst other things, the inclusion of price pat- 
terns, trendlines, and oscillators into the analysis. 

Chart 13-5, for instance, shows a head-and-shoulders (H&S) top for 
Microsoft that was completed in November 2000. Note the sell off during 
the right shoulder was an identical three crow pattern. Later, we see a dou- 
ble bottom. The rally from the second low consisted of a bullish belt hold, 
which in itself indicated that prices were headed higher. This bottom was 
also associated with a reverse H&S in the RSI. Finally, the H&S top in the 
RSI was confirmed with a harami. 

One important question is where to draw the trendlines. Should they 
touch the wicks, real bodies, or a combination of both? The answer lies in 
applying common sense. Since the opening and closing prices are gener- 
ally more important than the high and low, lines that exclusively touch real 
bodies will generally be more significant than those only touching the wicks. 
However, a longer line that has been touched on more occasions and only 
touches the wicks will probably be more significant than one that is relatively 
short and only touches two real bodies. 
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Chart 13-5 Microsoft, 2000-2001, candles and an RSL ( From www.pring.com .) 
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Candle Volume Charts 

Candle volume charts are the same as regular candle charts with one impor- 
tant difference. The width of the real bodies varies with the level of volume 
during that particular session. The greater the volume, the wider the real 
body and vice versa. This is a very useful way of presenting the data because 
the signals from the regular candlesticks are preserved, yet the width of the 
real bodies offers a quick and simple overview of the volume pattern. We 
will have a lot to say on volume in Chapters 22 and 23, including the con- 
cept of equivolume on which the candle volume technique is based. 

Chart 13-6 shows a candle volume chart for Wal-Mart. Notice how the early 
November window following the bullish engulfing pattern was closed soon 
after. However, the very thin candles that were involved in the retracement 
niove indicated a lack of volume, which is precisely the type of thing that is 
squired in a pullback of this nature. Heavy volume in such a situation would 
indicate selling pressure as opposed to the situation here where prices were 
clearly falling because of a lack of buying interest. 

The previous rally experienced a series of very thin candles, which indi- 
cated that prices were rising on lower volume. This is opposite to the norm, 
where rising prices and volume are healthy. The very thin candles therefore 
Warned that the days of the rally were numbered. 
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Chart 134ii Wal-Mart* 20QQ~ZQQ1, and candle volume. [From iatytJj.pring.com.) 
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The late November/ early December rally was associated with wider can- 
dles, which was a good sign. However, as we reach the week of the fourth, 
the candles move sideways, but are very thin. This indicates that the balance 
between buyers and sellers was more evenly matched. The doji on the day 
of the high also reflects the even balance* This characteristic is often fol- 
lowed by a trend reversal, especially if volume picks up on the downside. 
That's precisely what happened here, as the up trendline is violated and the 
candles thicken up. 

The long white line that developed at the very end of December looked 
good at the time, since this candle was a pretty wide one, indicating heavy 
volume. However, there was no fo 11 owth rough on the upside, which indi- 
cated that the long white tine was a buying climax. This was confirmed first 
with the establishment of a harami on the subsequent day and by a long 
black candle that retraced all of the ground gained by the long white line. 

Chart 13-7 shows the same period for Microsoft, as shown in Chart 13-5* 
but this time widi candle volume. Note that from November 30 the bulk of 
the candles are thin, indicating low volume* The only thick candles are black 
ones, which indicate potential selling pressure. Finally, the right-shoulder 
rally consists of thin candles, indicating low (bearish) volume. The early 
December bear rally is also associated with thin candles* Rising prices on 
weak volume is bearish because it indicates that prices are rallying on a lack 
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Chart 13-8 Boeing, 2000-2001, and candle volume. (From imoui.pring.com.) 
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of selling rather than enthusiastic buying. Then, on the day of the rally high, 
the relatively thick black candle indicates that the days of the bulls are num- 
bered because selling pressure has started to pick up. 

You can see that the February down trendline break is associated with a 
thick belt hold and a trendline break in the RSI. Also, it’s important to note 
that the nature of the RSI changes with candle volume, because the wider 
candles involve a slower, but more deliberate price action by the oscillator. 
Thin lines work in the opposite way, of course. 

Chart 13-8, featuring Boeing, shows a piercing line in October. Note that 
the white candle is fairly thin. Normally, we would like to see a thick one 
because that would mean expanding volume. The engulfing day in January 
is a thick candle and the high volume that this reflects adds to the bearish- 
ness of the pattern. Finally, note how the candles break out from the sym- 
metrical triangle at the same time the RSI completes a base. 


Summary 

• Candle charts can be constructed only from data that include opening 
prices, and therefore the technique is not one that can be applied to all 
markets. 

• Candle charts provide a unique visual effect that emphasizes certain mar- 
ket characteristics not easily identifiable from bar or closing charts. 

• Candle patterns can be reversal or continuation in nature. 

• Western charting techniques can be used in conjunction with candles for 
superior results. 

• Candle volume charts add an additional dimension to the analysis. 


14 

Point and 
Figure Charting 


Point and Figure Charts 
versus Bar Charts 

Point and figure charts differ from bar charts in two important ways. First, 
bar charts are plotted at specific time intervals regardless of whether there 
is any change in price. A new plot on a point and figure chart, on the other 
hand, is made only when the price changes by a given amount. Point and 
figure charts are only concerned with measuring price, whereas bar charts 
measure both price (on the vertical axis) and time (on the horizontal axis). 

The second major difference is that bar charts record every change in 
price for the period they are measuring, but point and figure charts ignore 
all price movements that are smaller than a specified amount. For exam- 
ple, if a box is set at price movements of 5 points for the Dow Jones Industrial 
Average (DJIA), only price changes in excess of 5 points will be recorded, 
and smaller fluctuations will not appear. 


Construction of Point 
| " and Figure Charts 

§?%? ^ nt an d figure charts are constructed using combinations of X’s and O’s, 
known as boxes. The X shows that prices are moving up, the O that they 
are moving down. Once the amount of historical data to be plotted has been 
Established, there are two important decisions to be made before a chart 
$|§§pt be constructed. 
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First, the size of each box must be determined. For individual stocks, it 
is common practice to use a 1-point unit or box for issues trading above $20 
and a J / 2 -point unit for lower-priced stocks. However, for very long term 
charts or for averages consisting of much higher numbers, it is more con- 
venient to use 5- 10-, or even 20-point boxes. As the box size is decreased, 
the detail of price movement graphically displayed is increased, and vice 
versa. In following the price action of a stock or market over many years, it 
is more convenient to use a relatively large box since small boxes will make 
the chart unduly large and unmanageable. Often, it is a good idea to main- 
tain two or three different versions, just as daily, weekly, and monthly bar 
charts may be plotted. 

The second decision is whether to use a regular point and figure formula 
or to use a reversal chart (which should not be confused with a reversal pat- 
tern). The straight point and figure chart is plotted just as the data are 
recorded. If the price moves from 64 to 65, five X’s will be plotted on a 200- 
point chart, as in Fig. 14-1 (a). If the price reverses from 67 to 66, five O’s 
will be posted. Reversal charts, on the other hand, follow a predetermined 
rule: A new series of X’s or O’s cannot begin until prices have moved by a 
specified amount in the opposite direction to the prevailing trend. The use 
of the reversal technique therefore helps to reduce misleading or whipsaw 
signals and to gready compress the size of the chart so that more data can 
be plotted. Figure 14-1 (b) shows the same data plotted as a line chart. 

The construction of y^point, 5-point, or 10-point charts, or charts by any 
other measure, is identical to the previous method except that a new box 
can be posted only when the price has moved by the degree specified, that 
is, by y 2 point, 5 points, or 10 points, respectively. Since only price is 
recorded, it could take several days or even weeks before a new box is plot- 
ted. Hence, a common practice is to record dates either at the foot of the 
chart or in the boxes at the appropriate points. A combination of both date 
locations is used for longer-term charts. For example, the year is recorded 
at the bottom of the chart against the column that the first posting of that 
year was made for, and the beginning of each month is recorded in a box 
using die number of the month, 1 for January, 2 for February, and so on. 

The decision about unit size (and thus the degree of price change 
required to trigger a new column of O’s or X’s) is essentially based on per* 
sonal judgment. It is determined by the price range and degree of volatil- 
ity of the indicator, stock, or market under consideration. Reducing the size 
of the units (Figures) increases the detail of the price movement portrayed. 
Making the unit larger expands the base of data, that can be included, but 
this limits the number of fluctuations that can be illustrated (see Chart 14-1 )■ 
Following a market with bar or line charts on a daily, weekly, or monthly 
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Figure 14-1 200 point chart. 


basis corresponds to keeping several point and figure charts using various 
unit sizes. 

Point and figure charts are plotted on an arithmetic scale. If drawn on 
paper, they would have traditionally been constructed with 8, 10, or 12 
squares to the inch. Occasionally, point and figure charts are plotted on a 
semilogarithmic or ratio scale, though this is not the norm, because price 
objectives are calculated in a different way than those on regular charts with 
a time scale. 

Data published in the financial press covering the high, low, and close for 
specific stocks are not suitable for accurate point and figure charts. For 
Sample, if a $15 stock has an intraday price range of $l ! / 2 , it is impossible 
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Trading Days >n September 

W 

Figure 14-1 Closing prices {line chart). 


to know for point and Figure purposes the actual course of the stock from 
14 1 /? to 16, It could have risen from W/z to 16 in one move, which for a Va- 
point chart would have been represented by three rising X’s, Alternatively, 
it might have moved from \4}/z to 15 l /* t back to 14 r /2, and then to 16, which 
would have resulted in two X s, two 0\ and then a column of three XV 
The character of the rally has a very important bearing on the appearance 
of a point and figure chart. 

When dealing with data published in this form, it is better to use larger 
units so that intraday fluctuations do not distort the chart unduly* If more 
detail is required, the data should be purchased from a source that publishes 
intraday price movements. Charting packages featuring intraday data that 
have point and Figure options are not affected by this problem* 

Accepted rules for plotting point and figure data where the actual prices 
on the tape are not known are as follows! 

* If the opening price is closer to the high than the low, assume that the 
course of prices is open, high, low, and close. 
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Chart 14-1 Gold price $5 and $2 reversals. These two charts show the gold price plotted 
on $5 and §2 reversals. The trendlines are self-explanatory. Note that the $5 chart captures 
10 years of history very concisely. On the other hand, the 2-point reversal chart, which cov- 
ers March to November 1982, offers far better detail, (From Chart /ina/ysis London,) 


j&. 



-a. 



Gold 

Cam,; p.m. close) (2$) 


282 


Part 1: Trend Determining Techniques 


* If the opening price is closer to the low, assume open, low, high, and close, 

* If the opening price is also the high, assume open, high, low, and close, 

* If the opening price is also the low, assume open, low, high, and close, 

* If the opening price is the low and the closing price is the high, assume 
open, low, close, and high. 

* If the opening price is the high for the day and the close is the lowest 
price, assume open, high, close, and low. 


Interpreting Point 
and Figure Charts 

General 

Since point and Figure charts do not include volume, moving averages 
(MAs), or time, price action is the only element to be examined. In tiiis 
respect* the basic principles of bar chart analysis are applied. There arc cer- 
tain disadvantages to using point and Figure charts; For example* key rever- 
sal days, islands, gaps, and other such formations do not show up. On the 
other hand, if properly constructed, these charts represent ail important 
price swings, even on an intraday basis. They effectively emphasize impor- 
tant support and resistance areas. For example, on a weekly bar chart, a sin- 
gle bar representing a weekly price action can take up only one line. 
However, if there was considerable volatility during the week in which sup- 
port and resistance were each tested three or four times, this would most 
likely show up on a point and figure chart as a congestion area. As a result, 
the importance of these levels would be drawn to the attention of the tech- 
nician, who would then be in a good position to interpret the significance 
of any breakout that might develop. 

Point and figure patterns are similar in nature to those of price patterns 
and may be of the continuation or reversal type. The most common ones 
are shown in Fig. 14-2. Head-and-s boulders (H&S) and inverse H&S pat- 
terns, double tops and bottoms, and rounding tops and bottoms can easily 
be recognized as the point and Figure equivalent of regular bar or close-only 
price formations, discussed previously. Most of the price patterns shown in 
Fig. 14-2 are explained in Chapter 5. 


The Count Method 

Chapter o pointed out that the minimum downside projection from an H&S 
top is derived by projecting the vertical distance from the top of the head 
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to the neckline downward at the point of breakout In point and figure 
charting, the width of the pattern is used to determine the measuring objec- 
tive, which is again projected from the breakout point. No one to my knowl- 
edge has thus far satisfactorily explained why this principle appears to work 
It seems to be based on the idea that lateral and vertical movements are pro- 
portional to each other on a point and Figure chart In other words, the 
more times a price has undergone price swings within two given levels (as 
dictated by the price pattern), the greater the ultimate move is likely to be 
once the breakout has taken place. On a point and figure chart, the dimen- 
sions of the consolidation or reversal pattern can be easily discerned by 
adding up the number of boxes and projecting the number downward or 
upward, depending on which way prices break out 

The problem with the count method is that formations with irregular out- 
lines can generate confusion about where the count should begin. The best 
approach is to select an important horizontal line in the formation, mea- 
sure across it, and add (or subtract) the number of boxes in the line to (or 
from} the level of the line. 

Price projections for point and figure formations are by no means 100 
percent accurate in all situations. In general, upside projections are likely 
to be exceeded in bull markets, and downside projections surpassed in bear 
markets. Projections that are made counter to the prevailing trend have a 
tendency not to be achieved, such as a downside projection in a bull mar- 
ket Chart 14-2 shows a couple of examples of the count method in action. 


Trendlines on Point 
and Figure Charts 

It is possible to construct trendlines on point and figure charts by joining 
a series of declining peaks. Up trendlines are drawn by connecting a series 
of rising lows, and horizontal trendlines are created by joining identical sup- 
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Chart 14-2 Honeywell (.50 X 1). This chart features a number of price formations for 
Honeywell using a .50 x 1 combination. Note that the measuring objective from the base on 
the left was reached almost to the dollar. The H&S top that followed offered a nice sell signal 
as the neckline was penetrated. The objective in this case called for the price to fall back to its 
previous low. As it turned out. this was exceeded. Note how the subsequent rally found resis- 
tance in approximately the same area as the objective. Finally, we see a nice trendline break 
in the right-hand side of the chart. (From ujufuj.prmg.com.) 



port or resistance levels. The same principles of interpretation discussed in 
Chapter 8 apply to trendlines drawn on point and figure charts. The trend- 
line takes its significance from a combination of length, the angle of descent 
or ascent, and the number of times it has been touched. Misleading or whip- 
saw signals occur occasionally. However, if a carefully chosen reversal amount 
15 used as a filter in the construction of the chart, such whipsaws can be kept 
t° a minimum. Another possibility would be to draw a parallel line one box 
above (or below) the actual trendline as a filter and use this as the signal to 
bu Y (or sell). Although some timeliness is clearly lost with this type of 
Approach, it does offer some protection from misleading price moves. 

is also possible to construct oscillators and plot them underneath point 
a nd figure charts* Since time is ignored in the point and figure charts, oscib 
^tors will appear differently than on regular charts where the time scale is 
plotted for each unit (hour, day, week, and so on). An example using a 
l ^period relative strength indicator (RSI) is shown in Chart 14-3. 
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Chart 14-3 Boeing (lx 1) and an RSI. This chart of Boeing shows that it is possible to 
combine an oscillator with a point and figure chart. The joint breakout by the price and RSI 
offered a timely buy signal on June 16. (From www.pring.com .) 



Summary 

• Point and figure charts measure only one dimension: price. 

• Point and figure charts are constructed from columns of X’s and O’s, 
known as figures, which represent a specified, predetermined price 
movement. 

• Point and figure charts often point up support/ resistance zones better 
than bar charts because they emphasize the number of price swings that 
take place within a given congestion area. 

• Point and figure charts are interpreted similarly to bar charts, the main 
exception being the measuring formula, which is achieved by the princi- 
ple of the count. 


15 
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Miscellaneous 
Techniques for 
Determining 
Trends 


Introduction 

The two techniques discussed in this chapter, support and resistance and pro -v*" 
portion , are concerned with estimating the potential extent or duration of 
a trend. This coritrasts with most of the indicators previously examined that 
attempt to confirm a change in trend after it has already occurred. These 
techniques should be used only as an indication of the probable extent of the 
m ove, not as the basis of an actual forecast. 


Support and Resistance Defined 

Support and resistance are terms that we hear bandied about quite a lot, 
b ut to many of us their meaning is quite vague. Quite often seasoned pros 


Il'Major Technical Principle There is no known method of pre- 
|| dieting the exact magnitude or duration of a price trend. 
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say resistance when they actually mean support, and support when they 
really mean resistance. It’s no wonder there is a lot of confusion. Support 
and resistance are points on a chart where the probabilities favor a halt or 
even a reversal in the prevailing trend. 

Support is where a declining trend can be expected to halt temporarily 
due to a concentration of demand. Resistance is where an advancing trend 
can be expected to halt temporarily due to a concentration of supply. 

Obviously, demand and supply are always .equal, so the concentration of 
demand means that buyers are more enthusiastic than sellers and are there- 
fore more willing to bid up prices and vice versa. 

At the beginning of Fig. 15-1, the price is in a downtrend. The price ral- 
lies from point B. Since previous bottoms and tops represent potentiarpivotal points 
on the charts , it would be reasonable to expect the price to bottom at level 
B the next time its falls. However, this is not the case and it quickly falls to 
A. At this point, the bear market is interrupted by a consolidation pattern 
(rectangle) from which price^ultimately break down as the price is unable 
to hold at A. In technical jargon, we say that the support level was violated. 
If you jump up and down on the tenth floor of an old and decrepit multi- 
jp story building, eventuaffy the floor gives way. The floor was your support 
area, which has now been violated. Thinking of personal safety, you must 
now look out for the next area of support, which is the floor of the ninth 
story. The same is true in markets; when a particular support level is violated, 
you need to look for the next one down. 

The price reaches its low and then, after a brief period of consolidation, 
mounts a rally. This advance is halted at the dashed line, which is at the same 
level as the lower end of the rectangle. People who bought during the period 
when the rectangle was being formed have all lost money up to this point, 
and many of them are keen to liquidate their positions and break even. 



Figure 15-1 Support and resistance. 
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Consequently, there is a concentration of supply at this level, transforming 
what was formerly a zone of support to one of resistance. Such levels are 
often formed at round numbers such as 10, 50, or 100 since they represent 
easy psychological points upon which investors o^en base their decisions. 

Prices then fall off slightly and mount another aSsdult on the resistance level 
at A, but still more of the asset is put up for sale. This is important, because 
it is a rule of technical analysis that ivhat becomes support on the way down turns 
out to be resistance on the way up . Just remember our analogy of falling 
through the tenth floor and finding support at the ninth. If you want to get 
back to the tenth, you are going have to jump through the ceiling of the 
ninth floor because that now becomes resistance. It’s the same in the 
markets. 

Eventually, the resistance level is violated and prices advance to the next 
level of resistance at B. Once again, the previous level of support on the way ^ 
down is reversed to one of resistance on the way up. The rationale - for this 
lies in the fact that quite a few people bought at B, and when the price broke CCTJ , 
below it, they ended up with a paper loss. Now that the price has returned 
to B again, they have the chance to pretty well break even, so a lot of them 
take advantage of the opportunity and sell. You will also find that once a 
resistance level has been violated on the upside, subsequent declines will 
find support there. Consequently, the final decline on the chart halts at A. 

Thus, resistance levels once violated reverse their role to support. 

Estimating Future Support/Resistance Levels 

There are certain guidelines for identifying potential areas of support or 
resistance: 

* R ound numbers often become pivotal points on a chart. How often do 
we hear people say, “I’m going to sell when it reaches so and so.” Well, if 
they are picking a number out of the air, chances are it’s going to be a 
round number like 25, 50, 100, and so forth. The same thing works on 
the downside where you might say, “I’ll buy some if it comes down to 10, 
or a certain value.” Round numbers, then, have a tendency to become 
support and resistance zones. I say zones as opposed to levels because 
prices will often move a little bit beyoncl or just fail to reach the actual 
round numbers, so zone is a more accurate description.^ 
devious peaks and tr oug hs have a strong tendency to become support 
. or resistance zones. Again, you might hear someone say, “I’ll sell it if it 
Sots back to its old high of so and so,” or “I’ll buy it if it ever falls to so 
and so again.” For example, if a stock rallies to $20, falls back, and then 
K ; : ITl0ves up to, say, $24, an intelligent place to anticipate a correction to 
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* terminate would be the $20 area. This is because the previous high could 
well reverse its role from resistance to support on the way back, 

* T rend l ines an d movi ng averages (MAs) are dynamic levels of support and 
resistance. We saw in previous chapters that a good trendline and a reli- 
able MA are themselves support and resistance levels. Thus, it makes sense * 
during an uptrend to buy a security when the price falls back to the area 
of the trendline. If the other indicators agree, this is a low-risk trade or 
investment because you can place a stop directly under the line. If it is 
hit* you then know that the support level reflected by the trendline has 
been violated. 

Emot ional points on charts often represent significant potential support 
or resistance points. Possibilities include the opening and closing of 
gaps, key reversal highs and lows, Pinocchio highs or lows, and so Forth* \ js? 

* Retracement points and Fibonacci and Gann fans, as described later in ’ 
this chapter, are a final possibility for anticipating potential support 
points. 

Chart 15-1 shows some interesting support and resistance characteristics. 

First, the zone around the round number 50 halted two declines at the end 
of 2000, became resistance for a series of daily rallies in early 2001, and 
served as an opening for a gap a litde bit afterward. The lower part of the 
downside gap in October 2000 became very important resistance for the 
next few months. Even after the price managed to rally above this level for 
a few sessions, the rally found resistance there before the price fell sharply 
Finally, the opening of the gap in April 2001 became support for the sharp 
1-day decline. 


How to Determine the Significance 
of Support and Resistance Areas 

There are several rules for determining the significance of any support or 
resistance area, but the four most important are as follows: 

* The more times a zone has been able to halt or reverse a price trend, the 
greater its significance. This is perhaps die most important rule. Just think 
of it this way If the price keeps bouncing off ^support level, people get 
used to the Then, when it is finally breachdS, those who have 

become accustomed to buying there and selling at a profit are forced to 
sell at a loss. Others would have placed stop losses below the support level- 
The longer it is established, the more obvious it becomes that this is the 
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Chart 15-1 Applied Micro, 2000- 200 L and support and resistance zones. (From 
ujiu u?, pri ng, co m , ) 
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level at which to place stops. As the support gives way confidence is lost 
until a new level at a lower price is established. The same principle in 
reverse works for a resistance zone. 

# The steeper the price move preceding a given support or resistance zone, 
the greater its significance, just think of trying to lift a heavy weight. If 
you make the attempt after running a fast race, you are less likely to suc- 
ceed than someone who has not had to make such a dash. Markets are 
the same way. A modest support or resistance barrier is likely to be much 
more significant if prices have been racing ahead or declining sharply 
than if the price has been experiencing a slow, steady advance or decline. 

* The greater the quantity of security that changes hands at a given sup- 
port or resistance level, the greater its importance. People tend to remem- 
ber their own experiences. This means that the larger the number of 
people who have bought or sold at a particular level, the greater the sig- 
nificance that level will have as a potential support or resistance zone. If 
a lot of participants bought at $8 and the price declines to $6, there will 
be a rush of sell orders at $8 when the price rallies because people have 
a problem taking losses, but are far more comfortable about breaking 
even. 
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• The fourth rule for establishing the potency of a support or resistance 
zone is to examine the amount of time that has Elapsed between the for- 
mation of the original congestion and the nature of general market devel- 
opments in the meantime. A supply that is 6 months old has greater 
potency than one established 10 or 20 years previously* Even so, it is almost 
y uncanny how support and resistance levels repeat their effectiveness time 
and time again even when separated by many years. 


Proportion 

The law of motion states that for every action there is a reacdon. Prices estate 
lished in financial markets, as reflected in various trends, are really the mea- 
surement of crowd psychology in modon and are also subject to this law. 
The measuring implications of price patterns, trendlines, MAs, and 
envelopes are examples of this concept of proportion in practice. 

Support and resistance levels can help to give an idea ofjust where a trend 
in prices may be temporarily halted or reversed. The principles of propor- 
tion can also help, but these principles go much further* For example, when 
a security is exploring new, all-time high ground, there is no indication of 
where a resistance level may occur, because no transactions have taken place. 
In such cases, the concept of proportion offers a clue to potential juncture 
points* 

Perhaps the best-known principle of proportion is the 50 percent rule. For 
instance, many bear markets, as measured by the Dow Jones Industrial 
Average (DJIA), have cut prices by half* For instance, the 1901-1903, 1907, 
1919-1921, and 1937-1938 bear markets recorded declines of 46, 49, 47, 
and 50 percent, respectively The first leg of the 1929-1932 bear market 
ended in October 1929 at 1 95, just over half the September high* Sometimes 
the halfway mark in an advance represents the point of balance, often giv- 
ing a due to the ultimate extent of the move in question or, alternatively, 
indicating an important juncture point for the return move. Thus, between 
1970 and 1973, the market advanced from 628 to 1067* The halfway point 
in that rise was 848, or approximately the same level at which the first stage 
of the 1973-1974 bear market ended* 




Major Technical Principle Support and resistance levels represent 
intelligent places for anticipating a trend to be reversed and therefore 
represent one more tool in the technical arsenal* 
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By the same token, rising markets often Find resistance after doubling from 
a Low; tlie first rally from 40 to 81 in the 1932—1937 bull market was a double. 

In effect* the 50 percent mark falls halfway between the one-third to two- 
thirds retracement described in Chapter 3. These one-third and two-thirds 
proportions can be widely observed in the stock market and also serve as 
support or resistance zones. Ratio scale charts are helpful in determining 
such points since moves of identical proportion can easily be projected up 
and down. 

The principle of proportion can also be applied to individual stocks. Chart 
15-2 shows GM T s habit of rising in proportions of about 50 percent. In down 
moves, this results in a 33 percent decline from high to low. The 50 and 33 
percent proportions and multiples thereof tend to act as pivotal points for 
support and resistance areas. Thus, the 1974 low of about 32, when multi- 
plied by 200 percent, results in an objective ofjust over 65* The 65 area 
proved to be one of strong support in 1976 and 1977, and it was one of resis- 
tance in 1978 and 1979* 

Chart 15-2 GM's 1972-1983 50-Percent swing stones. [From Securities Research. Boston, 
MA) 
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It is not possible to project which proportion will result from a specific 
move. However, these swings occur with sufficient consistency to offer pos- 
sible reversal points at both peaks and troughs. If general market conditions 
and addidonal technical analysis of the price are consistent, there is a good 
chance that the projections based on this approach may prove accurate. 

Remember, technical analysis deals with probabilities, which means that 
forecasts using only this method should not be undertaken. If you are mak- 
ing a projection based on the rules of proportion, it is always a good idea 
to see whether the projection corresponds to a previous support or resis- 
tance point. If so, the odds will be much higher that this zone will repre- 
sent a reversal point or at least a temporary barrier. When a market is 
reaching new, all-time high ground, another possibility is to try to extend 
up trendlines. The point at which the line intersects with the projection 
using the rules of proportion may well represent the time and place of an 
important reversal. Experimentation will show that each market, stock, or 
commodity has a character of its own, some lending themselves more read- 
ily to this approach, and others not at all. 

Chart 15-3, featuring SDL, shows another example of how proportionate 
retracements may be applied. The 0 percent represents the top of the move 
and therefore no retracement. The 100 percent signifies a retracement of 
the whole move. 


Speed Resistance Lines 

This concept incorporates the one-third and two-thirds proportions, but 
instead of using them as a base for a probable price objective, the speed of 
an advance or a decline is substituted. During a downward reaction, a price 
may be expected to find support when it reaches a line that is advancing at 
either two-thirds or one-third of the rate of advance from the previous 
trough to the previous peak. This is illustrated in Figs. 15-2(a) and (b). In 
the figures, A marks the trough and B the peak. The advance from A to 
B is 100 points and takes 100 days, so the speed of the advance is 1 point 
per day. A one-third-speed resistance line will advance at one-third of that 
rate (that is, one-third a point per day), and a two-thirds line will move at 
two-thirds a point per day. 

A rally or decline is measured from the extreme intraday high or low and 
not the closing price. In order to construct a one-third-speed resistance line 
from Fig. 15-2 (a ) , it is necessary to add 33 points (one-third of the 100-point 
advance) to the price at A and plot this point directly under B. In this case. 
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Diart 15-3 SDL, 1998 2001, and proportionate retracements. This chart shows several 
lines representing retracement percentages from the 1998 low to the bull market high set in 
the summer of 2000. Notice that the 33 percent retracement level marked the approximate 
lower end of a trading range. The 50 percent level acted as resistance for two rallies that flagged 
the top of two shoulders of a potential head-and-shoulders (H&S) pattern. Note that the word 
potential has been emphasized because the pattern had not yet been completed. Finally the 
66 percent level was the pivotal point at which the two declines in early and late 2000 were 
reversed. (From uiwuj.pnng.com.) 



d is 100 points, so a plot is made at 133 under B . This point is then joined 

? A and the line extended to the right-hand portion of the graph. Similarly, 

e two-thirds line joins A and the 166 level on the same date 
as 

If th e chart were plotted on a ratio scale, the task would be much easier, 
in F l ' V ° uld be re q ui red would be a line joining A and B [this is shown 
rec * 8 h 15 ‘ 2 ^' The an S le of ascent, in this case 30 degrees, would then be 
of th*- ed ' TW ° HneS 3t one ' third < 10 degrees) and two-thirds (20 degrees) 

unsangie are then drawn Figure , 5 . 3 illustrates ±e same process for a 

tan/ nin ^ marbet ' ® nce constructed, the speed resistance lines act as impor- 
support and resistance areas. 
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Doys 

(a) 



(b) 

Figure 15*2 Speed resistance line {bull retracements}. 

Rules for Interpretation 

More specifically, the application of these lines is based on the following 

rules: 

* A reaction following a rally will find support at the twcKhirds-speed resis- 
tance line. If this line is violated, the support should be found at the one- 
third-speed resistance line. If the index falls below its one-third line, the 
probabilities indicate that the rising move has been completed and that 
the index will decline to a new low, possibly below that upon which the 
speed resistance lines were based. 
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Figure 1 5-3 Speed resistance lines (bear retracements}. 


; 

V,; 


* IF the index holds at the one-third line, a resistance to a further price 
ad^varice may be expected at the two-thirds line. If the index moves above 
the two-thirds line, a new high is likely to be recorded. 

* If the index violates its one-third line and then rallies again, it will find 
resistance to that rally at the one-third line, 

* The previous rules apply in reverse For a declining market. 


T Chart 15-4 shows the application of these rules in the marketplace. 
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Chart 15-4 DJIA, 1975-1978, and speed resistance lines. (From www.pring.com.) 



Fibonacci Retracements 

The term Fibonacci numbers refers to a sequence of numbers discovered by 
the thirteenth-century mathematician Leonardo Fibonacci. The sequence 
is derived by taking the number 2 and adding it to the previous number in 
the series. Thus, 2 + 1=3, 3 + 2 = 5, 5 + 3 = 8, and so forth. The sequence 
starts 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, and so on. 

It has a number of properties. For example, the ratio of one number to 
its next highest is 61.8 to 100. The ratio of any number to its next lower one 
is 161.8 to 100. The ratio 1.68 multiplied by the ratio .618 equals 1. 

Fibonacci numbers, both for time and price, are widely used by techni- 
cians in projecting future pivotal points. One of the most practical uses of 
the sequence is for Fibonacci retracements. The first step is to measure the 
distance between a major low and high. In the case of Chart 15-5, this is indi- 
cated by the thick black arrow. Then Fibonacci numbers are used as possi- 
ble retracement targets. These are represented in the chart by the other 
horizontal lines. The initial decline falls by 61.8 percent (to A), and the sub- 
sequent rally retraces 100 percent of the move because it forms the second 
top in a double top formation (B). When a subsequent decline takes the 
price to a new low, the next rally finds resistance at the 50 percent mark (Q* 
The next thing to note is that the series of peaks between June and April 
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finds resistance at the 100 percent retracement, that is, the starting point. 
Finally, the series of three lows, set between September and December 2000, 
all develop in the 161.8 percent vicinity. 

Clearly, not every turning point has a Fibonacci flavor to it. However, it 
certainly makes sense to examine the technical picture for other evidence 
as the price approaches a known Fibonacci retracement level. 


Fibonacci Fans 

Another technique is to measure the vertical distance between a low and a 
high (or vice versa in a declining market) . The next step is to measure cer- 
tain Fibonacci points along the line. In Chart 15-6, 1 have labeled 38.2, 50, 
61.8, and 100 percent. The 100 percent represents the whole distance of 
the vertical line. The 61.8 represents 61.8 percent of the total distance of 
the line from its peak and so on. The next step is to construct a line byjoin- 
ing the points on the vertical line to the original low and extending it to 
the right. These are the “fans” that are then used as possible turning points 
for prices. Chart 15-6 shows that the 38.2 and 61.8 lines held back a couple 
of serious declines for Sanmina. 


Chart 15-5 Staples, 1999-2001, and Fibonnacci retracements. (From www.pring.com.) 
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Chart 15-6 Sanmina, 1998-2001, and Fibonacci fan lines. (From www.pring.com.) 



Having shown two good examples of Fibonacci retracements and fan lines 
in action, it is very important to emphasize that things do not always work 
out that well. This emphasizes the point already made that one should always 
use these techniques along with other indicators. As with any other tech- 
niques in the technical arsenal, they should never be used in isolation 
because all indicators can and will fail. 


Gann Fans 

Gann lines are named for the early twentieth-century commodity trader W. 
D. Gann. They come in three forms: Gann lines, fans, and grids. The most 
practical appears to be the fan approach. The concept and application are 
very similar to the speed resistance lines discussed previously. Gann’s idea 
was that specific geometric patterns and angles had unique characteristics 
for the prediction of price turning points. Essential to this approach was a 
balance between time and price. Thus, to him, a 45-degree angle offered a 
perfect balance between price and time. That could only be achieved if the 
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Chart 15-7 Advanced Micro Circuit 2000 and Gann fan lines. ( From www.pring.com .) 



distance on the chart is the same for price and time, thus mandating an 
arithmetic scaling on the price axis. An example is shown in Chart 15-7, 
where the nine Gann-recommended angles are plotted. 

Chart 15-8 shows an example of some Gann fans. This time the central 
line connects the high with the December low. The rise and run propor- 
tions are also the same; the centerline reflects a 1X1, the upper line 8X1, 
and so forth. However, because the time and price distances are different, 
the lines are at different angles. The principles of interpretation are the 
same, in that it is assumed that when one line is penetrated, the price will 
find resistance at the next one or support at the line it has just penetrated 
on the way down. Thus, the lines are continually reversing their support and 
resistance functions. See how the initial rally finds resistance at the 2 X 1 line. 
This line is subsequently penetrated on the way up, but acts as support for 
the next two reactions. Once again, there are far more exceptions than those 
reversal points that make up the rules. This means, of course, that Gann fans 
should be used as a place for anticipating a reversal, depending on what the 
°ther indicators are saying. 
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Chart 15-8 Advanced Micro Circuit, 2000-2001, and Gann fan lines {From 
www.prmg.com.) ' urn 



Summary 


A support area is a concentration of demand, which is sufficient to halt 
a decline at least temporarily. 

A resistance area is a concentration of supply, which is sufficient to turn 
back an advance at least temporarily. 

Once violated, a support zone reverses its role to resistance on the way 
back up, and resistance reverses its role to support on the way down. 
Once penetrated, a resistance zone reverses its role to one of support on 
the way down. 

S u PP ort and resistance zones gain significance from the number of times 
they have successfully turned back a trend, the amount of volume that has 
been transacted at that level, and the greater the speed of the preceding 
price movement. 

Places to look for potential support and resistance zones are previous 
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Miscellaneous Techniques for Determining Trends 

• Support and resistance zones are just one more tool in the technical arse- 
nal that should be used in conjunction with others. They never guaran- 
tee a reversal; they just provide an intelligent place for anticipating one. 

• Price often moves in proportion, and the most common proportions are 
one-half, one-third, and two-thirds. 

• The Fibonacci sequence of numbers can be used for projecting future 
turning points. The techniques include retracements, fans, actual num- 
bers, and time points that fall into the Fibonacci sequence. 

• Gann believed that specific geometric patterns and angles have unique 
characteristics for the prediction of price turning points. 
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The Concept 

Relative strength (RS) is a technical concept that measures the relationship 
between two securities. It’s important to note that relative strength as we will 
be using it here should in no way be confused with Welles Wilder’s relative 
strength indicator (RSI), which is oudined in Chapter 11. 

RS as discussed here is comparative RS where one security is divided by 
another and the result is plotted as a continuous line. There are several ways 
in which RS can be used: 

• RS can be used to compare one asset to another in order to decide which 
one to buy or to better understand an intermarket relationship. In this 
case we might compare gold to bonds to see whether the gold price is in 
a rising trend relative to bonds. If so, this could mean that an inflation- 
ary trend is unfolding. Another possibility might arise when a review of 
the technical position indicates that both the U.S. and the Japanese stock 
markets are in a bullish trend. Analyzing the trend of the RS between the 
two would show which market was likely to outperform the other. 

• In commodity trading, a spread is a form of RS. A spread involves the rela- 
tionship between one commodity and another, such as com to hogs. 
Alternatively, a spread captures the relationship between a distant contract 
and a nearby one. In this instance traders are attempting to discover rela- 
tionships that have diverged from the norm and riding on the spread until 
the two contracts come back into line. 
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• A currency is really a relative relationship. For example, there is no such 
thing as the W U.S. dollar” in an external sense because each currency is 
really a relationship between itself and other currencies — the dollar/ euro 
cross, the euro/yen cross, and so forth. 

• The most common and important use of RS is to compare a stock to a 
market average. For example, we might compare the performance of 
Microsoft to the S&P Composite. When RS is used in this way, it becomes 
a powerful concept for individual stock selection. It is this concept of com- 
paring an individual security to a market average that we will be concen- 
trating on in this chapter. Please note that unless otherwise stated, all RS 
comparisons in this chapter are against the S&P Composite. 


Construction of an RS Line 

An RS line is obtained by dividing the price of one item by another. The 
numerator is usually a stock and the denominator is a measurement of the 
market — for example, the NASDAQ, or the S&P 500. The concept can also 
be expanded to the commodity area by comparing the price of an individ- 
ual commodity, such as com, to a commodity index, such as the Commodity 
Research Board (CRB) Composite. Figure 16-1 shows the closing price of 
the stock in the upper panel and its RS in the lower one. When the line is 
rising, it means that the stock is outperforming the market. In this case the 
denominator is the S&P Composite, so a rising line means that the stock is 
outperforming the S&P. Later, the stock continues to rally, but the RS line 
peaks out. This means that it is now underperforming the market. Another 
possibility might involve the comparison of an individual country’s stock or 
index to a global indicator, such as the Morgan Stanley World Stock Index. 
As long as the appropriate currency adjustments are made, the principles 
are the same. 

The interpretation of relative trends is subject to exactly the same princi- 
ples as that of the price itself. It is important to note that an RS indicator is 
just what its name implies — relative. A rising line does not mean that an item, 
such as a stock, is advancing in price, but merely that it is outperforming the 


v Major Technical Principle RS moves in trends, just like the 
absolute price. This means that RS lends itself to trend-reversal tech- 
j/iiques such as prk& patterns, trendlines, and moving average (MA) 
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Figure 16-1 RS and price. 


market or rising relative to the market index. For example, the market, as mea- 
sured by the S&rP Composite, may have fallen by 20 percent and the stock 
may have fallen by 10 percent. Both have lost value, but the RS line would 
be rising because the stock retreated less than the market. 


RS Interpretation 

Relative trends can be interpreted in similar ways to trends in absolute 
prices. However, the introduction of relative analysis into the equation offers 
an additional dynamic. This arises from a comparison of the two series that 
often throws up subtle differences in much the same way as a comparison 
between the price and an oscillator. 

Since RS trends tend to experience more random noise than absolute 
price trends, we generally find that charts based on weekly and monthly data 
tend to be more reliable than those constructed from daily RS data. This 
same principle is true for the absolute price, but more so for relative action. 

Positive and Negative RS Divergences 

When both the price and the RS are rising, they are said to be “in gear.” 
Important trends usually begin with both series acting in concert, but even- 
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tually the RS line fails to confirm new highs being set by the price itself. This 
type of situation indicates that the odds favor the stock beginning a period 
of underperformance against the market. However, weakness in RS is not 
an absolute sell signal— that is, one indicating that the price will go down; 
it is merely a relative signal — that is, one implying a switch from an issue 
that has started to become out of favor to one that is coming into favor. 

Quite often, though, a divergence or series of divergences between the 
price and RS following an advance represents an early warning sign of trou- 
ble, which is later confirmed by a trend-reversal signal in the price itself. In 
Fig. 16-2 the two are in gear at the start, but later on the RS line diverges 
negatively with the price on three occasions. Finally, the price completes a 
top and declines. 

The opposite set of circumstances holds true in a declining market in 
which an improvement in RS ahead of price is regarded as a positive sign. 
An example is shown in Fig. 16-3. This time the confirmation comes from 
a trendline break in the price. 

Trend-Reversal Techniques 

MA Crossovers Sometimes it's a good idea to run an MA through the 
price using the crossovers as legitimate signals of a change in trend. It’s also 
possible to do the same thing for an RS line, but because the RS line tends 
to be much more volatile, this technique often proves unprofitable because 



f »9utc 16-2 RS and a negative divergence. 
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Stock price 



Figure 16-3 RS and a positive divergence. 


of the numerous whipsaws that are generated. This is especially true for 
short-term trends, but even long-term MAs, such as a 40-week simple or 65- 
week exponential, often result in more whipsaw signals than we might like. 
Figure 16-4 offers an alternative. It involves plotting two MAs, a short-term 
and a longer-term average, using the crossovers for signaling trend rever- 
sals. This approach definitely eliminates whipsaws, but the trade-off is that 
several signals are less timely. 

An example is shown in Chart 16-1 for General Motors. Note the numer- 
ous whipsaws for the 65-week EMA being flagged by the ellipse. Chart 16-2 
shows an alternative, where the 65-week exponential moving average (EMA) 
is used with its 10-week EMA as a method of signaling trend changes. Note 
that pretty much all of the 1996-1998 whipsaws have been eliminated. We 
are still left with a couple, but the 1996—1998 pounding is totally avoided, 
as the 65-week dashed line remains below the solid blue line during the 
whole period. 

Trendline Violations I feel that a better alternative to the MA approach 
is to construct trendlines against the RS line. The concept is to construct 
a trendline for the RS line and when that is violated to look around for a 
legitimate trend-reversal signal in the price itself to act as confirmation. 
Figure 16-5 shows an example of a reversal from an uptrend to a downtrend. 
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Long-term MA 


Relative strength 



Figure 16-4 RS and MAs. 


Chart 16-1 General Motors, 1993-2001, and RS MA crossovers. ( From wivw.pring.com.] 



Figure 16-6 shows that this is also a useful way to identify “buy” candidates. 
The first thing to do is wait for a violation of the RS line. Then, when the 
Price also confirms with a trend-reversal signal, you can take some action. 
These joint violations do not occur that often, but when they do, it’s usually 
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Chart 16-2 General Motors, 1995-2000, and RS MA crossovers (From www.pringxom.) 
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Figure 16-5 RS and uptrendlines. 
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Incidentally, the confirmation by the absolute price does not have to be a 
trendline break; it could be a price pattern completion, a reliable— and I 
emphasize the word reliable — MA crossover, or even a reversal to a series of 
rising peaks and troughs. Remember at all times that the size of the 
new trend depends principally on the time frame being charted and the 
length of the lines. Intraday breaks, for example, reflect small trends and 
have nowhere near the significance of trendline violations on the monthly 
charts. 


Price Patterns Price patterns can also be employed to analyze trends in 
RS. In Fig. 16-7 the RS line completed a head-and-shoulders (HStS) top. This 
certainly indicates that the RS trend has reversed and provides enough evi- 
dence to justify a switch from this stock in favor of one where the RS trend 
was emerging in a positive way. However, it does not signal that the price 
itself is going to decline, though in many instances that will prove to be die 
case. In this particular example the absolute trend reversal is signaled when 
the short-term low flagged by the small horizontal trendline is violated 
because this confirms that the series of rising bottoms and tops has now been 
reversed. Note that even though the price subsequently rallies back through 
the line, this does nothing to reverse the peak trough progression to the 
upside, so the trend is still regarded as negative. 


\ 

Stock price 


a signal of an important reversal. In this case the strength of the signal has 
been enhanced because it was preceded by a positive divergence. The diver- 
gence did not represent a signal to buy, but it did set the scene for some 
positive action later by indicating that the technical position is improving* 
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16-6 RS and downtrendlines. 


,?t 



! 








Figure 16-7 RS and price patterns. 


Figure 16-8 features a reversal from a downtrend to an uptrend. First the 
R8 h ne diverges positively with the price. This is our initial indicadon that 
both trends may be about to reverse. Then the RS line traces out a rectan- 

^ u an j ^ )rea ^ s *° t ^ le upside, later to be followed by the price completing 
a broadening formation with a flat top. £ 


Long-Term RS 

Chart 16-3 features a quarterly dose of the S&P Domestic Oil RS line- j 
relative, that is, to the S&P Composite. This is a very long term chart that 
encompasses much of the twentieth century. It is useful in that it demon- 
strates that the RS line lends itself to price pattern and trendline construc- 
tion. These formations are not completed often, but they are usually ] 
followed by a relative price move that lasts for many years. It’s important to 
bear this in mind because most of the patterns look small on the chart but ^ 
extend over considerable periods of time. Their completion therefore sig- j 
nals a change in the environment that typically lasts for many years, even ' j 
decades. For example, it traces out a 15-year H&S top in the late 1950s. A ‘ 
reak of this magnitude signals a change in sentiment for a long time. 
Indeed, it was not until the late 1960s that the RS line returned to the level 
of the breakdown point. 


Si 
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Figure 16-8 RS and price patterns. 


Next we see a breakout from a double bottom formation that forms the 
right shoulder of an approximate 25-year reverse H&S pattern. The neck- 
line is flagged with die dashed line, but the SHS labeling has been omitted 
so that the chart is not too busy. A huge pattern warrants a huge move, and 
that was definitely the case in this instance. A consolidation symmetrical tri- 
angle forms approximately halfway up the move. 

Finally, note the fact that the Oil Index experienced a substantial rally 
between 1980 and the end of the century. Does this mean that oils would 
have been a good place to invest in this 20-year period? Hardly, because the 
persistent decline in the RS line indicated that the oils were consistent 
underperformers. 

Obviously, we would not make a practice of studying these long-term 
charts every week or so, but say once a quarter it does make sense to review 
the long-term picture of die RS technical structure to see whether any major 
trends might be emerging. On a more regular basis, we would look at 
monthly charts covering a far shorter period of time, later moving down to 
the weekly and daily ones. 


Individual Stocks and RS Analysis 

Chart lfr-4 compares General Motors to its RS line in the 1984-1987 period. 
The two large arrows point up a negative divergence between the two series. 
This indicated technical vulnerability but was not an outright sell signal for 
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Chart 16-3 S&P Domestic Oil, 1940-2001, and RS price patterns. (From tuumj.pring.com.) 


Chart 16-4 General Motors, 1984-1987, and RS trendline breaks. (From tuujw.pring.t 
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the stock. Later, the RS line completes a H&S top, which indicated that how- 
ever much GM might rally, it would be far less than the market. This was a 
definite sign of forthcoming weakness. As the RS line tries to rally back to 
the extended neckline, we see another small divergence as flagged by the ; 
two small dashed arrows. Finally, the price was confirmed by violating a sec- % 
ondary 1984-1987 up trendline. 


RS and Momentum 

Long-Term Trends Since classic trend-determining techniques can be 
applied to RS lines, it is a small step to expand the analysis to embrace 
momentum indicators derived from RS lines. While it is certainly practical 
to apply oscillators to short-term momentum of RS lines, by far the best use 
of momentum in relative work, I believe, is to use oscillators based on long^' g|^i 
term spans that have been carefully smoothed to iron out unwanted 
tuations. 

Chart 16-5 features the RS line of ConAgra Inc., together with a long-tenu gg|| 
know sure thing (KST) of RS. The waves against the RS line reflect the 
in the KST. Peaks in the KST roughly correspond with peaks in the 
and vice versa. As we shall learn in Chapter 19, RS lines are far more ^ 

cal in their patterns than absolute prices. This makes the use of smoo||^^» 



long-term oscillators such as the KST (see Chapter 12) far more accurate 
in their reflection of the primary trend. Remember, absolute prices can be 
subject to strong linear trends, which means that even the best-designed 
smoothed long-term momentum indicator will offer premature buy and sell 
signals. We cannot say this will never happen with a KST constructed from 
relative action, but it is certainly a lot less likely. 

The principal objective is to identify a stock when its long-term KST is 
below zero and is starting to poke above its 26-week EMA. Incidentally, the 
average plotted against the RS line is a 65-week EMA. Note, even with a sub- 
stantial time span such as this, there were still numerous whipsaws between 
1987 and 1989 and 1994 and 1997. This is one of the reasons why I prefer 
to use trendline violations of the RS line in conjunction with long-term RS 
KST reversals. They are certainly not perfect, but they tend to be relatively 
more reliable. In this example I used a KST, but it is possible to substitute 
any smoothed long-term momentum indicator. The KST just happens to be 
m Y preference. Alternatives could be a stochastic, a moving average con- 
vergence divergence (MACD), or another trend deviation indicator. The 
r basic idea is to use an indicator that closely resembles the primary up and 
|do\vn waves yet turns reasonably close to the turning points. When experi- 
menting, always try for consistency over a number of stocks in different time 
Periods; never go for perfection because it just isn’t there. 
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Once the direction and maturity of the long-term trend of RS has been 
established, it is then time to move to the shorter-term charts. 


Short-Term Trends Chart 1 66 features the relative action of Abbott Labs 
in the top panel, followed by a 14-day RSI of the RS line and in the lower 
panel an MACD of the RS line. It is fairly evident by looking at the chart 
that there are two main environments — a bear market between the end of 
1999 and the start of the year 2000, followed by a bull move. Now take a 
closer look at the MACD. During the bear market, the MACD fails to reach 
an overbought condition yet oversold readings fail to signal rallies. The 
opposite is true during the bull phase. This is typical of oscillators since they 
change their characteristics in primary bull markets. Just like birds in the 
Northern Hemisphere, they migrate to the south during the winter or bear 
market and to the north in the summer or bull market. Whenever you can 
spot a situation where an oversold oscillator fails to trigger much in the way 
of a rally, this represents a tip that the prevailing trend may be bearish. It 
does not happen every time, of course, but in most cases this rule will work 
out. In this case, the failure of the January 1999 MACD oversold condition 
to generate a rally and its failure to register an overbought reading a little 
bit later pointed to a bear market environment. 
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Chart 16-6 Abbott Labs, RS 1998-2001, and short-term RS momentum. (From 

uruPLL?. pri ng.com .) 
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A sign that a bull market was starting did not come when the MACD 
reached an overbought reading, which, after all, is still possible in a bear 
market Instead, it came when the May decline in the oscillator did not fall 
back to an oversold reading but was held just above zero* Such action indi- 
cated that the underlying character of the MACD had probably changed for 
ihe better, 

Chan 16-7 shows an analysis of the relative action in greater detail start- 
mg with the October 1998 top. Signs of weakness started to appear as both 
the RSI and the MACD of RS violated up trendlines. This was then con- 
firmed by the RS line itself violating an up trendline. This joint action was 
not important enough to signal a bear market, but it definitely indicated 
*hat the uptrend would be stalled for several months. In effect Abbott Labs 
vvas unlikely to outperform the market during that period. If you look 
carefully, you can see that the RSI trendline was, in fact, the neckline of a 
H&S top. 

As we move on the price, action becomes progressively disappointing. The 
January oversold condition merely triggers a sideways trading range after 
^hich the relative downtrend is resumed. Also, look at the three dashed 
down trendline breaks. They should have been followed by a good rally, but 
diey were not — the type of action that is often indicative of a bear market* 
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Chart 16-7 Abbott Labs, RS 1998-2001, and short-term RS momentum (From 
www.pring.com.) 



Chart 16-8 shows the same period but also includes the actual price. The 
dashed up trendline marks the approximate point where we got our rela- 
tive sell signal, but note that the absolute price continued to extend its rally. 
It then diverged negatively with the RS line, indicating underlying techni- 
cal weakness. However, it remained above its solid up trendline until January 
1999. If the sell signals in the RS line that had developed previously were 
not sufficient evidence to justify liquidation, the violation of this trendline 
in the absolute price certainly was. 

Chart 16-9 shows a closeup of the bullish period featured in Chart 16-6. 
Remember, coming into this period the RS line had been in a strong bear 
market where the momentum indicators had been triggering false signals. 
However, in March 2000 some positive action by both momentum series 
starts to develop since they barely fell below the equilibrium level at the time 
the RS line was reaching its second low in the top panel. Also, the MACD 
moved above its previous high, indicating a probable change in character 
more suitable for a bull than a bear market. 

Finally, the RS line confirmed by breaking above the horizontal line mark- 
ing the top of a double bottom formation. At the same time, it confirmed 
that a series of rising peaks and troughs was now under way. Throughout 
the bear market each rally high was lower than its predecessor; this was also 
the case with the bottoms. 


The Concept of Relative Strength 


Chart 16-8 Abbott Labs, 1998-1999, and short-term RS momentum. (From 

www.pring.com.) 


46 4 Abott Labs absolute pnee 


Abbott Labs RS line 


r 

Divergence 


14-day RSI 


no 4 MACD 




Chart 16-9 Abbott Labs, RS 1999-2000, and short-term RS momentum. ( From 
www.pring.com.) 
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Spreads 

RS is widely used in the futures markets under the heading “spread trad- 
ing in which market participants try to take advantage of market distortions. 
These discrepancies arise because of unusual fundamental developments 
that temporarily affect normal relationships. Spreads are often calculated 
by subtracting the numerator from the denominator rather than dividing. 
I prefer the division method because it presents the idea of proportional- 
ity. However, if a spread is calculated over a relatively short period (for exam- 
ple, less than 6 months), it is not important whether subtraction or division 
is used. 

Spread relationships arise because of six principal factors: 

• Product relationships such as soybeans versus soybean oil or meal, or crude 
oil versus gasoline or heating oil 

• Usage such as hogs, cattle, or broilers to corn 

• Substitutes such as wheat versus com, or cattle versus hogs 

• Geographic factors such as copper in London versus copper in New York, 
or sugar in Canada versus sugar in New York 

• Carrying cost such as when a specific delivery month is out of line with 
the rest 

• Quality spreads such as T-bills versus eurodollars, or S&P versus Value Line 

Some of these relative relationships, such as London versus New York cop- 
per, really represent arbitrage activity and are not suitable for the individual 
investor or trader. 

On the other hand, the so-called TED Spread, which measures the rela- 
tionship between (high-quality) T-bills and (low-quality) eurodollars, is a 
popular trading vehicle. 

In some cases, spreads move to what was previously an extreme and then 
proceed to an even greater distortion. For this reason it is always important 
to wait for some kind of trend-reversal signal before taking a position. While 
the risk associated with such transactions is by no means eliminated, it will 
certainly be reduced. 

Other relationships between various asset categories are further analyzed 
in subsequent chapters. These relationships may be used for different pur- 
poses, but all are subject to trends, reversals of which can be identified by 
the techniques already described. 
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Summary 

• Comparative RS compares one security with another. The result is plot- 
ted as a continuous line called the RS line. 

• The most common application is to compare a stock with a market aver- 
age. When the line is rising, it means that the stock is outperforming the 
market and vice versa. 

• Divergences between the absolute price and RS warn of latent strength 
and weakness. 

• RS moves in trends. Any legitimate trend-determining technique can be 
applied to a relative strength line. 

• One of the most useful techniques for analyzing the primary trend of 
relative action is the use of smoothed long-term oscillators, especially 
the KST. 
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Putting the 
Indicators Together: 
The DJ Transports 

1990-2001 

It is now time to combine the indicators that we have covered so far into an 
analysis of the long-term picture. For this purpose I’ve chosen the Dow Jones 
transportation average between 1990 and 2001. Chart 17-1 shows the aver- 
age together with its 9-month MA. This was one of the best testing averages 
derived by optimizing from 1931 through to the year 2000. 

The upward and downward pointing arrows indicate the principal turn- 
ing points in this period. The 1990 bottom was not an easy one to recog- 
nize because the average virtually reversed on a dime. Chart 1 7-2 shows that 
the 18-month rate of change (ROC) violated a sharp down trendline just 
before the price. 

The relative strength (RS) line, in the center panel of Chart 17-3 actually 
broke its bear market trendline ahead of the absolute price. This indicated 
that the DJ Transports were likely to outperform the market during the early 
stages of the new bull market. 

The vertical line in Chart 17-4 shows that this was one of the few occasions 
in which all three oscillators were simultaneously oversold. This chart also 
offered the strongest buy signal because the down trendline for the price 
was violated at approximately the same time as the 65-week exponential 


Chart 17-1 Dow Jones Transports, 1989-2001, and turning points. ( From 

www.pring.com.) 



Chart 17-2 Dow Jones Transports, 1989-2001, and long-term Momentum. { From 
www.phng.com .) 
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Chart 17-3 Dow Jones Transports, 1989-2001, and relative strength. ( From 
www.pring.com.) 



Chart 17-4 Dow Jones Transports, 1989—2001, and three weekly CMOs. (From 
www.phng.com.) 



putting the Indicators Together: The DJ Transports 1990-2000 


325 


moving average (EMA). Also, the 39-week CMO completed a base. By 
February 1991, several positive signs had therefore developed, all of which 
indicated that downside momentum had probably dissipated sufficiently to 
allow the long-term know sure things (KSTs) to reverse to the upside. 

The next major event was the intermediate peak in 1992. The average 
briefly crossed below its 12-month (Chart 17-2) and 65-week EMAs (Chart 
17-3) , and the long-term KST also triggered a negative whipsaw signal. These 
events could certainly have justified the conclusion that the Transports had 
begun a bear market. However, once the average and the long-term KST 
(Chart 17-2) had crossed back above their respective moving averages 
(MAs), there was little reason to maintain a bearish stance. 

Unfortunately, this whipsaw type activity occasionally develops from an 
intermediate correction. Under such circumstances it is important to keep 
an open mind on the indicators. In this case, Chart 17-4 shows that the 20- 
week Ghande momentum oscillator (CMO) broke out from a base and sev- 
eral down trendlines were broken, so there was plenty of evidence that the 
tide had turned. 

The top of the bull market developed 2 years later in early 1994. Signs of 
a major top were quite widespread. In Chart 17-2 the Transports simulta- 
neously violated a 4-year up trendline and the 12-month MA. The KST gave 
a decisive sell signal, and the 18-month ROC completed a head-and- 
shoulders (H&S) top. In the whole 1 1 years covered by the chart, there were 
only two completed chart patterns for this indicator, so the early 1994 break- 
down was very significant. 

Chart 17-4 was equally significant in its bearish entrails. The 39- and 
52-week CMOs diverged negatively with the price, and both series completed 
a top or experienced a major trendline violation. At the peak itself, the 
20-week CMO was actually overbought. The chart shows that, except for the 
strongest of up- or downtrends, the overbought and oversold conditions 
were often associated with intermediate-type reversals. Later in the year 
something more ominous started to happen, and this was a trendline break 
in the RS line. For the first time since the bull market in RS began the long- 
term RS, KST (shown in Chart 17-3) triggered a decisive sell signal. Although 
it was not apparent at this point, the transports had begun a long period of 
underperformance. 

Because the ensuing bear market was relatively mild, the bottom in early 
1995 was only signaled on the weekly charts. Once again, Chart 17-4 holds 
key, as the down trendline in the 52-week CMO was violated and a base 
in the 20-week series completed. The Transports themselves more or less 
s iniultaneously broke above their bear market down trendline and 65-week 
BMA. The long-term KST in Chart 17-3 also turned positive around the 
£:■ Sam e time. 
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The average remained above its 65-week EMA for the next 4 years and 
the series of rising peaks and troughs continued. Then, some extremely seri- 
ous trend breaks developed. First, the average itself crossed below its 12- 
month MA and violated its bull market trendline (Chart 1 7-2) . The KST also 
triggered 3 sell signal and the 18-month ROC completed a top. 

Chart 17-5 shows that the Transports also completed and broke 
down from an upward-sloping H&S top and crossed below its 65-week EMA 
more or less at the same time. Notice how the 39- and 52-week CMOs were 
actually below zero at the time the average was forming the right shoulder. 
This distinct lack of upside momentum was a very bearish sign. Not sur- 

pnsingly, the Transports experienced a pretty sharp decline into the fall 
ox 1998. 

The most serious technical damage of all came from Chart 17-3 in the 
form of a major breakdown in the RS line below a 6-year support trendline. 
This happened as the absolute price was crossing below its 65-week EMA 
Trouble on the RS front had been signaled long before this, because it had 
utterly and completely failed to confirm the bull market in the absolute 
price. By the time of the 1998 peak in the Transports themselves, the RS 
line had experienced a major negative divergence. When the RS line moved 
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to a new post-1993 low at the end of 1996, this should have been warning 
enough that there were far better places for exposure than transportation 

stocks. . . , 

The 1998 bottom, like that of 1990, was an elusive affair, but more so 

because the turn was so sharp. All three CMOs in Chart 17-5 violated down 
trendlines, but the average itself did not cross above its average until it had 
rallied a long way from the bottom. No down trendlines could be drawn 
against the price, so it was not really possible to build a timely and con- 
vincing bullish case. In cases where the evidence of a trend reversal is incom- 
plete, it is always better to avoid the security in question. In any event, the 
overriding factor should have been the early 1998 breakdown in the RS line, 
as this set the scene for the next several years of trading action. 

Indeed, as it turned out, the 1998-1999 advance was really an above- 
average reflex rally since all the price was able to do was to rally back to resis- 
tance in the form of its 1998 high and the extended bull market trendline. 
During this whole period the KST failed to give a buy signal and the RS line 
in Chart 17-3 never crossed back above its 65-week EMA. 

Finally, the average violated its 1990-2000 up trendline at the start of the 
new century. This was not a great trendline, for, although it was quite long, 
it had only been touched on two occasions and was not therefore a great 
reflection of the underlying trend. However, it did result in a sideways trad- 
ing range over the ensuing 2 years. The critical point after this w'ould be 
the trendline joining a series of lows between 1996 and 2001. A break below 
it, notwithstanding other evidence, would be a serious technical blow. 


Summary 

This has been a brief account of the technical position of the Transports 
between 1990 and 2000. Although it was not possible to include too many 
indicators, it has enabled us to describe how trend indicators for price, 
momennim, and RS can be combined to help identify major turning points. 
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Price: The Major 

Averages 

Price is the most logical starting point for any attempt to analyze the 
strength of the overall market structure. 

No index represents the ideal movement of “the market.” Although the 
majority of stocks move together in the same direction most of the time, 
there is rarely a period when specific stocks or several groups of stocks are 
not moving contrary to the general direction of the trend. There are basi- 
cally two methods for measuring the general level of stock prices. The first, 
known as an unweighted index , takes a mean average of the prices of a wide 
base of stocks; the second also takes an average of the prices of a number 
of stocks, but in this case the prices are weighted by the outstanding capi- 
talization (that is, the number and market value of shares) of each company. 
The first method monitors the movement of the vast majority of listed stocks, 
4 • but since the second gives a greater weight to larger companies, movements 
in.a market average constructed in this way more fairly represent changes 
in the value of the nation’s portfolios. For this reason, weighted averages 
are usually used as the best proxy for the market These averages are com- 
piled from stocks representing public participation, market leadership, 
and industry importance. 

lit Several price indexes have been developed that measure various segments 
of the market. Their interrelationship offers useful clues about its overall 
H|, technical condition. Chapter 3 discussed in detail the relationship between 
tjf the Dow Jones Industrial Average (DJIA) and the Dow Jones Transportation 
Average, but there are many other useful indexes, such as, the Dow Jones Utility 
| 1 |; Average, unweighted indexes, and a few bellwether stock groups. These 
H'-; indexes are examined in this chapter in the context of their contribution 
Iff:, to the U.S. market’s overall technical structure. 
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Composite Market Indexes 

The DJIA is the most widely followed stock market index in the world It 
constructed by totaling the prices of 30 stocks and dividing the total bv 
divisor. I lie divisor, which is published regularly in The Wall Street I ' t 
and Barb’s, is changed from Lie to umeKcauL 0 ^ 01 ^ 0 ^ 

'■ ends, and changes in the composition of the average. StricSy speaking 

" "T " COm P° slte inde *> since it does not include such indusLes L S 
porta tion and udlities. Yet, the capitalization of the DTIA storks ! 

Yo^o^^ Pe ^ tagC ° f thc outstandin g capitalization on the S 
York Stock Exchange (NYSE), and it has normally proved to be a reliabfe 
indicator of general market movements. rdiabie 

sn T . h v e ° nginaJ reason for including a relatively small number of stocks in 

calculated by hand. With the advent of the computer, the inclusion of a 
much more comprehensive sample became much easier. 

is thatrif a stock ° f ** method used in 11,6 construction of the DJIA 

is that Fa stock increases in pnce and is not split, its influence on the aver- 

gTeater ’ eSpedaIly * many ° f other Dow 

ZSTS !”h SP mU V “ thC SamC time - In Spite ° f *“ other 

’ ? VCr thC yearS ’ acted fair] y consistently with many 
ot the more widely capitalized market averages. 7 

res^ntinF we^n *"*1 ^° or s (S&P) Com P°^ which comprises 500 stocks rep 

followed he5w T PCrCem ° f the market value, is another widely 

share bv the n ^ ^ C 11 * S ca ^ cu * ated ty multiplying the price of each 

oanv and "d, tT SharCS t>Utstandi "S- «"■*« the Le of each com- 
pany, and reducing the answer to an index number. 

*£5 F? *' 500 benchmark again,, which 

eauirv fiitr ° Da mone ^ man ager is judged* It is also the most widely traded 
equity futures contract* 1 

lh ° f , the d, "n ,h ' DJIA ““ ^ 500 ™» ™ *= »«= direction, btil 

, “ mc! " l ” n a hi *b or low i, achieved in one index boi hoi 
start Hal th Y speaking, the greater the divergence, the more sub- 

in . , J*” 1 ™ move in th e opposite direction. Chart 1 &-1 shows that 

wh eh J. 9 8 ’ I, ° reaChed “ neW al! - time hi S h * unlike DJIA, 

T n0t ! l ° SUrpa *‘ its 196 6 peak. This development helped to 
3s O r , ™ PCd " early 40 perCCnt 0^ the value of both aver- 

a douSe ul t T ' thC 197S - 1974 bear market was completed with 
1974 was low 3 ° l he ^ e ° f 1116 D J* A > 1116 sec ond bottom in December 
new low in rh^mra L ° Ctober one ' yet the S&P 500 failed to confirm the 

80 percent This’l l ° tbe space of ‘he next 2 years, the DJIA rose by some 
u percen t This is also shown in Chart 18-1. 
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Chart 18-1 Key market averages, 1965-1978. (from SecuriUes fteseamM 




Chart 18-2 compares the DJIA to the S&P Composite for the turn of the 
century. For most of the 1990s, both series were in gear* However, the DJIA 
made its peak in January 2000, and the S&P topped out in March and 
September of that year* This indicated that both averages were out of gear 
with each other. The confirmation of a bear trend came later in the year 
when each one violated important up trendlines* 

The NASDAQ Composite is a capitalization-weighted index consisting of 
5000 stocks* Since it contains most of the technology heavyweights, such as 
Microsoft, Cisco, and Intel, it is very much a technology-driven index, and 
15 discussed in greater detail later in this chapter. 

The NYSE compiles an all-encompassing index called the NYSE Composite. 
Jn a sense, it represents the ideal average, since its value is based on the cap- 
ttahzation of all shares on the exchange. Its movements are similar to those 
^f the DJIA and the S&P 500. Nevertheless, divergences between the trends 
these three averages offer additional confirmation of changes in the over- 
all technical structure. 

The most comprehensive indicator of all is the Wilshire 5000 Equity Index ; 
a composite that represents the value-weighted total in billions of dollars of 
jnost of the actively traded common stocks in the United States. Originally, 
included 5000 securities, hence the name, but at the turn of the century 
13 grown to include over 6500 issues* Conceptually, this is the indi- 
? t0r lhat should be used for monitoring trends of the overall market, but 
cause of the lethargy of the investment community and the obvious vested 
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Chart 18-2 The DJIA versus the S&P Composite, 1998-2001, and divergences, (j From 
www.pring.com.) 



interest of the sponsors of the other popular averages, it has not received 
the widespread recognition that it justly deserves. 

The Wilshire 5000 is compared to the DJIA in Chart 18-3. The relation- 
ship, just like that between the DJIA and the S&P Composite, is in gear for 
the vast majority of the time. It is when they disagree that a warning of a 
potential reversal in trend is given. We saw one develop in 1997. However, 
this was not followed by a trend change. In such situations it is often best 
to await some kind of trend-reversal signal to act as confirmation. In this 
instance neither series violated its 40-week MA, although the DJIA came 
pretty close. Later we saw a positive divergence at the 1998 bottom. Both 
series subsequently confirmed by crossing above their respective averages. 
Finally, the 2000 top experienced a divergence as the DJIA topped out in 
January and the Wilshire in March. The MA crossovers were not reliable in 
this instance, but there was little doubt once the Wilshire had violated its 2- 
year secondary up trendline. In actual fact this was the neckline of an 
upward-sl oping head-and-shoulders pattern. 


The Market Averages Using MAs 

When experimenting with an MA from the point of view of trend deterrni' 
nation, it is necessary to first assess the type of cycle to be considered. The 
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Chart 18-3 DJIA versus the Wilshire 5000, 1995-2001, and divergences. ( From 

www.pring.com.) 



4-year stock market cycle has corresponded to the U.S. business cycle for 
many decades. Since the stock market is gready influenced by business cycle 
developments, this 4-year (or to place it more exaedy, 41-month) cycle is of 
great significance in trend determination. Consequendy, the choice of an 
MA to detect such swings is limited to anything less than the full period, that 
is, 41 months, since an MA covering this whole time span would smooth out 
the complete cycle and theoretically become a straight line. In practice, the 
MA does fluctuate, since the cycle is rarely limited exaedy to its average 41 
months and varies in magnitude of price change. Through computer 
research 1 it has been found that a 12-month MA for the S&P Composite was 
the most reliable between 1910 and the early 1990s. This was not true for 
every decade but for the period as a whole. 

In his book The Stock Market Indicators, William Gordon calculated that a 
40-week crossover gave 29 buy and sell signals for the DJIA between 1897 
and 1967. The average gain for all bull signals (that is, between the buy and 
sell signals) was 27 percent, and the average change from sell signals was 4 
Percent. For investors using the buy signals to purchase stocks, nine of the 


f r ^Robert W. Colby and Thomas A. Meyers, The Encyclopedia of Technical Market Indicators , Dow 
Jones-Irwin, 1988. Investors Press, Palisades, NJ., 1968. The actual rule used for buy signals 
^ as follows: “If the 200-day (40-week) average line flattens out following a previous decline, 
0r is advancing and the price of the stock penetrates that average line on the upside, this com- 
P lls es a major buying signal.” 
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signals resulted in losses, although none greater than 7 percent, while gains 
were significandy higher. This approach has worked reasonably well since 
1967, though it is important to note that 40-week MA crossovers of the S&P 
Composite resulted in many whipsaws in the late 1970s. As so often happens 
after a number of whipsaws, the 1982 buy signal was superb. It captured most 
of the initial advance of the 1982-1987 bull market The February 1984 sell 
signal was reasonably timely as was the August 1 984 buy signal, which would 
have kept investors in the market until the Friday before the 1987 crash. 

Chart 18-4 shows the DJIA and its 40-week MA between 1990 and 2001 
m the lower panel. The upper panel is the equity line based on a 40-week 
crossover. Only long positions were taken, and a 4 percent interest rate was 
earned when the index was below its MA. No margin was involved, and an 
allowance for a 1 percent commission for a round trip was made. The 
approach worked reasonably well except for the trading ranges of 1994 and 
1999-2001. This demonstrates why it is often a good idea to use a trend- 
following approach, such as moving averages with oscillators, which come 
into their own during trading ranges. 

For intermediate swings, crossovers of 13- and 10-week (50-day) averages 
have proven to be useful benchmarks, but naturally an MA covering such a 
brief time span can result in many misleading whipsaws and is, therefore, 
less reliable than the 40-week average. For even shorter swings, a 30-day (6- 
week) MA works well, although some technicians prefer a 25-day average. 


Chart 18-4 DJIA, 1990-2001. ( From www.pring.com.) 
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The Major Averages and ROCs 

There are many ways in which the techniques described in Chapter 10 can 
be adapted to the major averages. In Charts 18-5 and 18-6, for instance, the 
S&P Composite is featured with a 9-month ROC. It seems that an excellent 
signal of an intermediate to primary trend bottom develops when the ROC 
either recrosses above its oversold line at -20 percent or touches the -20 per- 
cent level and then reverses. Alternatively, a recrossing of the +20 percen t level 
offers a reasonably reliable intermediate peak or bear market signal. Obviously, 
this is not a perfect indicator, but for the most part it works with a high degree 
of statistical reliability. Some of the most glaring errors are flagged by the 
ellipses. The fust in 1929-1930 was obviously premature, and the second in 
the late 1990s experienced several whipsaw signals that completely failed. In 
really strong or weak markets, premature signals are triggered so it’s a good 
idea to wait for confirmation from a 9- or 12-month MA crossover. 

Another technique is to construct an up trendline joining the bear mar- 
ket low with the first intermediate bottom. This is then combined with a 1 2- 
month ROC where a similar trendline is constructed or a price pattern, if 
available, flagged. That is the idea behind the trendlines drawn in Charts 
18-7 and 18-8. Sometimes it is not possible to construct such lines unless they 
are extremely steep. Consequently, we are left with the alternative of a sec- 
ondary trendline such as the situation in the early 1990s. When both lines 
are violated, this is usually a good sign that the bull move is over. Most of 

Chart 18-5 S&P Composite, 1900-1950, and a 9-Month ROC. ( From www.pnng.com.) 
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!h C 1*000 ^T 0 a i SC ° me fairfy cl ° Se t0 the bul1 mark et peak. However, in 

C ^ instances, the breaks obviously came too late to be of 

any practical use* 

Even though this approach worked pretty well in the twentieth century, 
there were some failures. One example developed in 1998, where a good 
joint tren me break in the price and momentum turned out to be whip- 
saws. Chart 13-9 shows the same type of approach, but this time using weekly 
data and a 52-week ROC. 6 

This technique, substituting a 1 3-week ROC, can also be used for identi- 
fying intermediate trend reversals. An example is shown in Chart 18-10. It 
mvolves the drawing of trendlines for both the weekly closing price of the 
DJLA and its 13-week momentum. When a break in one series is confirmed 
y the other, a reversal in the prevailing trend usually takes place. Such sig- 
nals are illustrated in the chart by the arrows. This type of analysis should 
e supported where appropriate with price pattern analysis for the S&P and 
wit o ler techniques using the principles described in Chapter 10. The 
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Chart 18-7 DJIA, 1966-1983* an d trendlines, [From w tutu, pring. com.) 



Chart 18-8 DJJA* 1984-2001, and trendlines. (From wtu spring. com J 
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Chart 18-9 DJIA, 1931-1956, and a 52-Week ROC. (From urtuiu.prfngxom.) 



Chart 18-10 DJIA, 1970-1975, and a 13-Week ROC. (From www, pring.com.) 



trendline technique does not always give a signal, but whenever there arc 
dearly definable violations of trendlines that have been touched three or 
more times, the conclusions drawn are usually extremely reliable. 
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An alternative possibility is to use overbought and/or oversold crossovers 
in conjunction with price trend breaks or pattern completions in the aver- 
age. The vertical solid lines in Chart 18^11 indicate where this could have 
been done for intermediate peaks. The dashed lines are drawn where the 
overbought crossover was not confirmed by any type of confirmation from 
the average itself. 


The Dow Jones Transportation 
Average 

In the last part of the nineteenth century and the early part of the twenti- 
eth century, rail was the dominant form of transportation and, therefore, 
an average composed solely of rails represented a good proxy for trans- 
portation stocks. In 1970, the Rail Average was expanded to embrace other 
transportation segments, and the index was renamed the Transportation 
Average. 

The Transportation Average is basically affected by two factors: volume 
of business and changes in interest rates. First, when a business recovery gets 
underway, inventories are low, and raw materials are needed to initiate pro- 
duction. Transportation volume picks up, and investors, anticipating such 
a trend, bid up the price of transportation shares. At business cycle peaks, 
companies typically overbuild their stocks; the result is that when sales start 

Chart 18-11 DJIA. 1990-2000, and a 13-Week ROC. ( From uiivtu.pnng.com.) 
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to fall, their requirements for raw materials are reduced. Transportation vol- 
ume then falls sharply, and the stocks react accordingly. Second, transport 
companies tend to be more heavily financed with debt than industrials 
Because of the leverage of this heavy debt structure, their earnings are also 
more sensitive to changes in interest rates and business conditions than 
those of most industrial companies. As a result, the Transportation Average 
quite often leads the Industrial Average at important juncture points. 

The significance of the Dow Theory rule requiring confirmation of both 
the Industrials and Transport should now be more obvious since a move by 
the producer stocks (the Industrials) really has to be associated with an 
increased volume of transportation, which should be reflected by a similar 
move in the transportation stocks. In a similar vein, increased business for 
the transportation stocks is likely to be of temporary significance if the indus- 
trial companies fail to follow through with a rise in sales and production lev- 
els. The longer-term cycles of the Transportation Average and the Industrial 
Average are more or less the same as a result of their close association with 
business conditions. The techniques and choice of time spans for MAs, 
ROCs, and so forth are, therefore, similar to those described previously for 
the Industrials. 

One principle that is not normally used for the Industrials but can be 
applied to the Transport is that of relative strength (RS). This technique is 
particularly useful during periods of nonconfirmation between the two aver- 
ages, when RS can offer a useful clue as to how the discrepancy will be 
resolved. One such example occurred in the summer of 1998, when the 
DJIA made a marginal new high. Chart 18-12 shows that the Transports 
remained above their 40-week MA, but the average had already violated a 
secondary up trendline, thereby indicating potential weakness. As it turned 
out, when the Industrials reached their new high, the Transports rallied back 
to the extended trendline that they had previously violated. However, the 
real tip-off that the Transports were unlikely to confirm the Industrials came 
from the fact that the RS line had crossed below its MA and secondary up 
trendline in April 1998. The 26-week ROC of relative strength also violated 
an up trendline. Thus, at the time when the Industrials were making a new 
high in July, the Transport RS line was declining and well below its MA 
Finally, the ROC was unable to rally above zero, which represented an addi- 
tional sign of vulnerability. 


The Dow Jones Utility Average 

The Dow Jones Utility Average comprises 15 utility stocks drawn from elec- 
tric utilities, gas pipelines, telephone companies, and so forth. This average 
has historically proved to be one of the most reliable barometers of 
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Chart 18-12 Transports, 1996-1999, and three indicators. (From u>iou>.pring.com.) 



Industrials. This is because utility stocks are extremely sensitive to changes 
in interest rates and interest rates generally lead the overall stock market. 

Interest rate changes are important to utility stocks for two reasons. First, 
utility companies require substantial amounts of capital because they are 
usually highly financed with debt relative to equity. As interest rates rise, the 
cost of renewing existing debt and raising additional money puts pressure 
on profits. When interest rates fall, these conditions are reversed and prof- 
its rise. Second, utility companies generally pay out their earnings in the 
form of dividends, so that these equities are normally bought just as much 
for their yield as for their potential capital gain. When interest rates rise, 
bonds, which are also bought for their yield, fall in price and thus become 
relatively more attractive than utilities. As a result, investors are tempted to 
sell utility stocks and buy bonds. When interest rates fall, the money returns 
once again to utility stocks, which then rise in price. 

Generally speaking, when the Utility Average flattens out after an advance 
or moves down while the Industrials continue to advance, it is usually a sign 
°f an imminent change in trend for the Industrials. Thus, the Utilities led 
Industrials at the 1937, 1946, 1953, 1966, 1968, 1973, 1987, and 1994 
krill market peaks. Conversely, at the 1942, 1949, 1953, 1962, 1966, 1974, 
*982, and 1998 bottoms, the Utilities made their bear market lows ahead 
of the Industrials. At most major juncture points, the Utilities coincided with 
- Industrials, and occasionally, as at the 1970 bottom and die 1976 top, 
u ' v Utilities lagged. 
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The relationship between the Utilities and the Industrials is often over- 
looked because they usually give their loudest message when other market 
activity is at its most exciting. At market tops, the Utility Average quietly 
declines while investors, analysts, and the media are excited about huge 
price advances yet to be seen. Chart 18-13 shows a classic example in 1987. 
In August, the Industrials were at an all-time high, but the Utility Average 
was already in a well-established bear market. At market bottoms, fear, 
depression, and sometimes panic reign while the Utility Average is quietly 
in the process of turning up. 


The Unweighted Indexes 

An unweighted index is calculated by adding the prices of a universe of 
stocks and dividing the total by that number. The resulting average is then 
weighted by price rather than capitalization. The most widely followed is the 
Value Line Arithmetic. 

Unweighted indexes are useful because they closely represent the price 
of the average stock often found in individual portfolios, as opposed to the 
blue chips toward which institutional investment is more oriented. 
Unweighted indexes are also helpful in gaining an understanding of the 
market s technical structure, since they have a tendency to lead the market 
(that is, the DJIA) at market tops. When a persistent divergence of this 
nature between the DJIA and the Value Line develops, it almost always 
results in the Dow being dragged down as well. Once a divergence starts, a 
cautious approach should be maintained until both the DJIA and the Value 
Line break out from price patterns, declining trendlines, and so forth. 

A show of good relative strength by the unweighted indexes at a time of 
sustained weakness in the major averages often signifies that an important 
rally will follow when the decline is over. This occurred in 1978, when the 
Value Une Arithmetic Index made its low in late 1977, several months ahead 
of the DJIA. Chart 18-14 shows the Value Line Arithmetic against the S&P 
Composite between 1985 and 1990. In late 1985, the Value Line made a 


price: The Major Averages 


345 


Chart 18-13 DJIA versus DJ Utilities. 1985^1987. (From wui ul prmg.com,) 



lower low than it did at the beginning of the year, but the S&P made a higher 
low. This out-of-gear situation was a negative sign but was never confirmed 
by the S&P violating its 40-week MA. We see a similar type of situation in 
1986, but again, this potentially negative discrepancy was not confirmed by 
a negative S&P MA crossover. The situation in 1990 was different because 
the S&P not only penetrated its MA but violated a major up trendline as well. 

This reaffirms an important principle — that of confirmation. There are 
countless situations where we can compare two indicators or averages and 
observe disagreements* However, just as divergences in oscillators should be 
confirmed by price, so these disagreements between averages, whether they 
are positive or negative in nature, must be confirmed before we can come 
to a conclusion that the trend has reversed. 


The NASDAQ 

The technology boom of the 1990s brought the NASDAQ Composite into 
*he kind of prominence that it had never experienced before. This 
^pitalizati on-weighted Index is dominated by large technology companies 
and has become a proxy for the technology sector. The NASDAQ has no 
leading characteristics, such as the Utilities, but it can be used with relative 
length analysis. 
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Chart 18-14 VaJue Line Arithmetic versus the S&P Composite. (From www.pring.com. 



Chart 18-15 features the NASDAQ together with its RS line against the 
S&P Composite. Note how ajoint trendline break in 1991 signaled a major 
rally. Later, another down trendline break in the RS line was confirmed. This 
time it was confirmed by a solid break above a resistance trendline in the 
index itself. This was then followed by an acceleration in the speed of the 
bull market as the NASDAQ raced toward its ultimate peak. 


General Motors 

It has been claimed that “what is good for General Motors is good for 
America, and the record for the last 50 years or so certainly bears out this 
statement as far as the stock market is concerned, for General Motors (GM) 
is a bellwether stock par excellence. 

GM has hundreds of thousands of employees and more than 1 million 
shareholders, and its business is extremely sensitive to credit conditions. It 
is still the largest auto manufacturer in the country, and a significant num- 
ber of American jobs are either directly or indirectly dependent on the auto 
industry. 

As a result, most of the time GM tends to rise and fall in concert with the 
trend of the DJIA or the S&P 500. At market tops, GM usually leads the mar- 
ket, so that a new high in the DJIA or S&P Composite that is unconfirmed 
by GM is a warning signal of a reversal in trend. On the other hand, GM is 



Chart 18-15 NASDAQ Composite, 1982-2001, and relative strength. (From 

[0WW.pring.com. ) 



not as helpful at market bottoms because it usually lags. The long-term chart 
of GM in Chart 18-16 shows this quite clearly. It is also worth noting the huge 
head and shoulders (H&S) formed between 1928 and 1929, as well as the right- 
angled broadening top between 1964 and 1966. The completion of both 
these long-term distribution patterns led to substantial declines in the 
stock. 

Chart 18-17 compares GM to the S&P for the closing years of the twenti- 
eth century. The dashed vertical line points up the fact that GM often lags 
at bottoms. In this case, the stock tested its low but did not exceed it, whereas 
the S&P made a higher bottom following that at the vertical line. This time 
we are considering GM’s leading characteristics for intermediate as well as 
bull market peaks. The 1997 and 1998 declines were both signaled with a 
negative GM divergence. There was also a negative divergence where GM 
led the S&P in the Spring of 2000. However, there was an even greater dis- 
crepancy in that the 1999 and 2000 peaks in GM developed at the same level, 
yet the S&P peak was much higher in 2000 than it was in 1999. This major 
disagreement was then followed by a commensurately significant decline in 
both series. 

Proponents of GM have developed a useful principle. Known as the 
4-month rule (although some analysts prefer a 19- to 21-week rule), it states 
that if in a bull market GM fails to make a new high within 4 calendar 
Months (for example, February 27 to June 27, or March 31 to July 31) of 
Us previous peak, the bullish trend of the market has reversed or is just about 
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to do so. Similarly, during a market decline, if GM fails to make a new low 
within 4 months of its previous trough, a reversal in the downward trend of 
the market has already taken place or is just about to occur. The GM rule 
is not infallible, but its record is extremely good. 

In effect, the relationship between GM and the DJIA or S&P Composite 
is another technical tool. As such, it should not be used in isolation but in 
combination with other indicators and relationships. 


The Russell Indexes 

The Frank Russell organization, among other things, publishes three impor- 
tant indexes: the Russell 3000, 2000, and 1000. The Russell 1000 is a com- 
posite capitalization-based series containing the 1000 largest stocks in the 
country. The Russell 2000 represents the next 2000 issues based on capi- 
talization. Finally, the Russell 3000 is a composite index of the others and 
in 2001 represented approximately 98 percent of the investable U.S. equity 
market. The three are plotted in Chart 18-18. 

Normally, they are all in gear, either on the up- or downside, but when 
they disagree the discrepancies can sometimes be quite revealing. In 
October 1999, all three succeed in violating important down trendlines, and 
the joint break indicates a rally lies ahead. On the other hand, the Russell 


Chart 18-18 Three Russell Indexes, 1999—2001. { From www.pring.com .) 
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2000, which is often used as a proxy for the low cap sector, experienced a 
sharp rally going into February 2000. All three indexes then retreat, but the 
Russell 2000 was unable to rally to a new high, unlike the other two. Thus, 
we have what had previously been the leader, no longer leading. Such lead- 
ership failures are often a sign that the prevailing trend is running out of steam and 
throws up a definite red flag. In this case, the April rally proved to be the top 
of the bull market* “ 

Finally, we see that the Russell 1000 rallied back to its Spring high in 
September 2000, but the Russell 2000 was unable to confirm. When all three 
violated their (dashed) up trendlines, a little later the divergences were con- 
finned, and a major decline followed. 

The relationship between the Russell 2000 (low cap) and Russell 1000 
(blue chip/ high cap) can also be helpful because it can provide a clue as 
to which category investors should favor. Chart 18-19 shows that the rela- 
tionship can be quite cyclical in nature. This can be seen from the four delib- 
erate swings in the long-term KST. Sometimes it is possible to augment KST 
MA crossovers with trendline breaks in the ratio itself. This was the case in 
1991 and 1995, but the drop was too steep in the late 1990s to construct a 
line. The next breakout, flagged by the dashed arrow, developed with the 
sharp rise in 2000 that turned out to be a whipsaw. The reason was the dra- 
matic first quarter run up in the technology sector that temporarily dotni- 


Chart 18-19 Russell, 2000/1000 Ratio. 1988-2001, and lonq-term KST {From 
u/LUW.prmg.com.) 
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r Technical Principle When several closely related securities 
e being led by. one of the group and that leader fails to confirm a 
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nated the Russell 2000. Later, if one were prepared to ignore this whipsaw, 
it was possible to observe the breakout from the extended base at the end 
of 2000. 


Summary 

■ No perfect index or average exists that consistendy and truly represents 
“the market,” 

* There are basically two methods of calculating market averages, those that 
use capitalization and those incorporating an unweighted formula* 

* The technical indicators described elsewhere in this book can be applied 
to the market averages* 

* Most of the time, market indexes move in gear with each other* It is when 
discrepancies develop and are confirmed that reversals in trend are 
signaled. 


19 

Price: Group 
Rotation 


Chapter 2 discussed the relationship between the three key financial mar- 
kets debt, equity, and commodities — and the business cycle. It was estab- 
lished that there are certain periods when they move in concert, but more 
often their trends diverge. The combination depends on the maturity of the 
business cycle. The most important point to remember is that deflationary 
forces predominate during the early stages of the cycle, whereas inflation- 
ary pressures come to the fore as the recovery matures. No business cycle 
ever repeats itself exactly, and the leads and lags between the peaks and 
troughs of the various financial markets differ from cycle to cycle. In spite 
of this drawback, the concept of the chronological development of the debt, 
equity, and commodity cycles works quite well in practice. 


Industry Groups and 
the Business Cycle 

This chapter takes the concept of chronological development of these cycles 
one step further by pointing out that specific industry groups are sensitive 
to different types of economic conditions. In effect, it categorizes them 
according to their sensitivity to deflationary or inflationary forces— that is, 
leading or lagging characteristics. Since the cycle itself is continually switch- 
ing between a deflationary and inflationary environment, it follows that the 
various industry groups also undergo a rotation. 

Unfortunately, this categorization is far from an exact process. First* 
many industries do not conveniently fall into an inflationary or a defl ar 
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donary category. Second, equities rise and fall in reaction to the outlook for 
profits and also, what is more important, in response to investor attitudes 
to those profits. Because interest rates are a significant, but not necessarily 
dominant, influence on the profits of interest-sensitive stocks, it follows that 
the price performance of certain interest-sensitive issues may, from time to 
time, become unlatched from, or independent of, the price movements in 
the debt markets. For example, savings and loan stocks declined in 1989 
because of a financial crisis in the industry. Normally, they would have been 
expected to rise because interest rates fell during most of that year. 

In spite of such drawbacks, the theory of group rotation serves two use- 
ful functions. First, it can provide a framework within which to assess the 
maturity of a primary trend. For example, there may be technical evidence 
that the stock market is deeply oversold and other factors that suggest that 
the primary trend is reversing from bearish to bullish. At such times it would 
be useful to know that some of the groups that normally lead market turns 
have failed to confirm new lows made by the market averages or have estab- 
lished an uptrend in relative strength. 

On the other hand, in a situation in which the technical picture is indi- 
cating the possibility of a market top, it would be helpful to know that indus- 
try groups that typically lead the averages up and down had made their highs 
some weeks or months earlier, and that stronger relative performance was 
concentrated in industry groups that typically lag the stock market cycle. 

Second, the group rotation theory is helpful in determining which 
groups, and therefore which stocks, should be purchased or pared back. 
This aspect is discussed in greater detail in Chapter 31. 

The comments in this chapter refer to the U.S. stock market, but the con- 
cept of group rotation can be extended in principle to other stock markets. 
Every country experiences business cycles, and Italian or Japanese utilities 
respond to changes in interest rates just as U.S. utilities do. Indeed, it is pos- 
sible to take this concept one step further by saying that markets heavily 
weighted to the resource area, such as Canada, Australia, and South Africa, 
ought to perform best at the tail end of the global economic cycle, and in 
tttost cases they do. 


^ Major Technical Principle A bull market is an extended period, 
| usually lasting somewhere between 9 months and 2 years, in which 
Mrnost stocks move tip most of the time. A bear market is an extended 
period, usually lasting somewhere between 9 months and 2 years, in 
Which most stocks decline most of the time. 
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The Concept of Group Rotation 

Since the majority of stocks are rallying most of the time during a bull mar- 
ket, it follows that most record their bear market lows about the same time 
as the averages. When utilities are described here as a leading group and 
steels as a lagging group, the implication is not necessarily that utilities reach 
their lows ahead of the low in the Dow Jones Industrial Average (DJIA), 
although they do in most instances. What is more likely to happen is that 
utilities, being interest-sensitive, will put on their best performance relative 
to the market on either side of the bear market low. Similarly, steels might 
advance with the averages during the early stages of the bull market, but 
their best relative performance has a tendency to occur during the later 
stages of a bull market or the early phases of a bear market. Notice that I 
have emphasized the word “tendency” because that is really what we are talk- 
ing about — tendencies and probabilities, never certainties. 

The sine curve in Fig. 19-1 represents growth and contraction of the econ- 
omy during a typical business cycle. The dashed line reflects intermediate 
rallies and reactions of the stock market. The idealized peaks and troughs 
of the other financial markets are also shown (the letter G is for gold price). 
Bond prices typically make their lows (that is, interest rates reach their cycli- 
cal peaks) after the recession has been under way for some months. The 
stock market, which essentially discounts profits, makes its low about 3 to 6 
months before the low in economic activity, whereas the commodity mar- 
ket usually comes to life only several months after the recovery has set in. 
Because the leads and lags vary in each cycle, this approach should be used as a frame- 
work, not a mechanical extrapolation . 

The overall market consists of many stock groups that are a reflection of 
the companies making up the various segments of the economy. The econ- 
omy, as defined by an aggregate measure, such as gross national product 
(GNP), is either rising or falling at any one time. However, there are very 
few periods in which all segments advance or decline simultaneously. This 
is because the economy is not one homogeneous unit, but is an aggregate 
of a number of different parts. Some industries respond better to defla- 
tionary conditions and the early stages of the productive cycle; others are 
more prosperous under inflationary conditions that predominate at the tail 
end of the business cycle. 

Economic recoveries are typically led by consumer spending, which is 
spearheaded by the housing industry. As interest rates fall during a reces- 
sion, demand for housing gradually picks up. Hence, homebuilding and 
some building and construction stocks can be considered leading groups* 

Because they anticipate a consumer spending improvement, retail stores, 
restaui ants, cosmetics, tobacco, and so forth also show leading tendencies, 
as do certain interest-sensitive areas such as telephone and electric utilities, 
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Stock market prices 

Figure 19-1 Economic activity and stock prices. (B *= Bonds; S = Stocks; G = Gold) 

insurance, savings and loans, and consumer finance companies. As the recov- 
ery continues, inventories that were cut dramatically during the recession 
become depleted. Manufacturing industry groups that might be classified 
as coincident respond by improving in price or relative strength (RS). 
Finally, as manufacturing productive capacity is used up during the last stages 
of the recovery, stock groups associated with capital spending, such as steels, 
some chemicals, and mines, have a tendency to emerge as market leaders. 

Confidence is another influence on the group rotation cycle. During the 
initial stage of a bull market, emphasis is placed on prudence, because 
investors have lost a considerable amount of money and the news is usually 
bad. Stocks with good balance sheets and high yields begin a period of supe- 
rior RS. As the cycle progresses, stock prices rise, the news gets better, and 
confidence improves. Eventually, the rotation turns to more speculative 
issues of little intrinsic value. Even though the peak in speculative issues usu- 
ally leads that of the major averages, their most rapid and volatile period of 
advance typically occurs in the final or third leg of a bull market. 

Some groups are not readily classifiable in terms of the productive 
Process. Air transport, which goes through sharp cyclical swings, is a case in 
point. This industry average either coincides with or lags slightly at bear mar- 
ket lows, but is almost always one of the first groups to turn down before a 
Peak. This could be because these companies are sensitive to interest rates 
and energy prices, both of which have a tendency to rise at the end of the 
business cycle. Drug stocks as a group, on the other hand, have a distinct 
tendency to present their best relative performance at the tail end of the 
bull market and in this respect should be regarded as a lagging group. They 
ar e likely also to lag (in terms of RS) at market bottoms, although this ten- 
dency is far less pronounced than that at market tops. 
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It is also worth noting that the group rotation process has a tendency to 
work during intermediate-term rallies and reactions as well as cyclical ones. 


Splitting the Cycle 
into Inflationary and 
Deflationary Parts 

Putting the group rotation theory into practice is not an easy matter because 
the character of each cycle is different In a rough sense, the business cycle 
can be split into a deflationary part and an inflationary part. A useful starting 
point is to obtain an inflation/ deflation indicator in order to determine that 
a falling trend in this indicator is deflationary and a rising one is inflationary. 

One way would be to compare the price of a specific deflation-sensitive 
stock, such as a utility, with an inflation-sensitive one, such as a mining com- 
pany. The problem with this approach is that one of the stocks may be 
affected by internal conditions totally unrelated to the business cycle. The 
same drawback might be true of a comparison of two industry groups, such 
as utilities versus gold. For instance, the utility group could be suffering from 
a gg ress i ve government regulation, whereas the gold group may be unduly 
stimulated because of a mining strike in South Africa, a major gold pro- 
ducer. Neither event would be associated with the business cycle, but both 
would strongly influence the trend and level of an inflation/deflation ratio. 

A better solution is obtained by constructing an inflation indicator from 
several inflation-sensitive groups and a deflation indicator from deflation- 
sensitive industry indexes. Thus, if one particular industry is influenced by 
noncyclical forces, it will not unduly distort the total result. 

These indicators are shown in Chart 19-1. The Inflation Group Index was 
constructed from a simple average of the Standard & Poor’s (S&P) Gold, 
Miscellaneous Metals Domestic Oil, and Aluminum, and the Deflation 
Group Index from Electric Utilities, Savings and Loans, and Property and 
Casualty Companies indexes. 

The series in the top panel is a ratio of the inflation/deflation indexes. 
Reversals in the trend of this indicator reflect the market’s view of whether 
the cycle is in its inflationary or its deflationary stage. When the line is ris- 
ing, it indicates that the rotational phase has moved to the inflationary side, 
and vice versa. 

Chart 19-2 takes this a step further by comparing trends in the infla- 
tion /deflation ratio to those of bond yields and industrial commodity 
prices. These series do not move in exactly the same direction all the time 
but definitely correlate. The solid vertical lines on the chart show those peri- 
ods when the 18-month rate of change (ROC) of the ratio in the bottom 
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Chart 19-1 Inflation- versus deflation-sensitive groups, 1950-2001. The ratio of the two is 
shown in the top panel and the two components underneath. When they are in a rising mode, 
inflation-sensitive equities outperform their deflation-sensitive counterparts, and vice versa. 
(From www.pring.com.) 



Chart 19-2 inflation/deflation ratio, bond yields, and commodity prices, 1966-2001, 
Bottoms. ( From www.pring.com.) 
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panel reverses direction from below its oversold level. In most instances this 
corresponds reasonably closely with the commodity low. Since bond yields 
lag commodity prices, they bottom some time after the ROC has started to 
rise. Chart 19-3 shows the exact same data, but this time the vertical lines 
flag the overbought crossovers. These signals work out better for tops in the 
government bond yield series. 


Relative Paths of Leading 
and Lagging Groups Are 
Usually Diverging 

Chart 19-4 features some smoothed momentum calculated from the RS lines 
of the S8cP Energy and Financial Indexes. It is also possible to substitute 
groups calculated from other organizations such as Dow Jones, Investors 
Business Daily, and so forth. The principles remain the same. The striking 
thing is that for most of the time both series are moving in opposite direc- 
tions, indicating that they are at opposing ends of the group rotation 
process. Thus, one might consider emphasizing interest-sensitive and other 
issues with leading tendencies when the Financial Index RS momentum bot- 
toms. A switch to inflation-sensitive areas would be made when the Energy 
Index bottoms and the Financial Index peaks. 

Chart 19-3 Inflation/deflation ratio, bond yields, and commodity prices, 1966-2001, tops. 
(From uium;.pring.corn.) 
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Chart 19-4 Financial versus energy relative momentum, 1985-2001. (From 
tuum;. prmq.com.) 
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It is, of course, important to make sure that the RS momentum of the 
groups being purchased or liquidated is consistent with the pattern estab- 
fshed by the Energy Index and the Financial Index. For example it would 
make no sense to buy gold shares if energy RS was bottoming and gold RS 
was overbought and peaking. Remember that the momentum senes shown 
in Chart 19-4 are indicators of RS. Rises and declines in these indicators indi- 
cate improving or deteriorating relative strength. They say nothing about 
absolute price performance, although in most cases it is moving in the same 

direction as the relative trend. ... , r „ -_i 

Chart 19-5 shows a similar arrangement, but this time the financial 
progress is being compared to technology. Some people believe that tec 
nology is a leading sector. However, this chart shows that this is not the case 
because the dashed technology RS momentum has a tendency to lag, as both 
series diverge in their trajectories. Thus, each is offering different oppor- 
tunities at different times. 


Using the Ratio of a Leading 
versus Lagging Group 

Most people would find it quite tedious to update the inflation/ deflation 
indicator described earlier, although it is possible in the real-time version 
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Chart 19-5 Financial versus computer relative momentum, 1980-2001 lf- m » 
www.pring.com.) ' ' 0771 



of MetaStock with my companion CD. 1 A useful shortcut is to calculate a 
ratio of the S&P Aluminum (lagging) and Banking (leading) Indexes 
(shown in Chart 19-6). The trajectory of this series is not identical to that 
of the Inflation/Deflation Ratio, but it does experience the same broad infla- 
tionary and deflationary swings. For a large amount of time, it moves sym- 
pathetically with trend changes in the thick line that represents the 
Commodity Research Board (CRB) Spot Raw Industrial Material Index. 
Underneath is a know sure thing (KST) of this relationship. 

It is possible, of course, to substitute a different smoothed measure of 
momentum such as a price oscillator, variation of a moving average con- 
vergence divergence (MACD), stochastics, and so forth. Moving average 
(MA) crossovers by the KST can be used for signaling when a mayor rota- 
tional change is getting under way. For example, the two latest signals on 
the chart, in 1998 and 2000, at A and B , indicate a reversal to an inflation- 
ary and then deflationary environment, respectively. 

Chart 19-7 shows the exact same spots for the S&P Oil and Gas Drilling 
group. It is fairly evident that the group rallied around the time of the infla- 

1 Martin Pring’s How to Select Stocks MetaStock Comparison. 
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Chart 19-6 Aluminum/Bank ratio, 1972-2001. (From www.pring.com.) 



tionary signal in late 1998. The deflationary crossover was not as timely 
because the energy sector as a whole put in a strong performance during 
the deflationary part of the cycle. This demonstrates the fact that specific 
industry fundamentals can occasionally distort the performance of individ- 
ual groups from their normal business cycle experience. This means that it 
is important not to blindly follow a ratio reflecting a rotational change, but to exam- 
ine the technical position of the individual groups before taking any action. 

Chart 19-8 shows the same time periods, but this time for a leading group, 
the Tobaccos. This time both signals are quite dmely. 


Leading, Middle, and Lagging 
Groups Categorized 

Table 19-1 offers a rough approximation of where a particular industry 
group falls within the cycle. It is important to bear in mind that not all 
groups fit neatly into these categories. 
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Chart 19-7 S&P Drillers, 1996-2001, and relative strength. ( From www.pring.com.) 



Chart 19-8 S&P Tobaccos, 1996—2001 and relative strength. (From tuioiu.pnng.com.) 
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Table 19-1 Industry Group Categories 

Leading (Liquidity Driven) 

Utilities 

Electric 
Telephone 
Natural Gas 
Financials 
Brokers 
Banks 

Insurance Cos 
S&Ls 
Reits 

Homebuilders 
Containers and Packaging 
Consumer Nondurables 
Beverages 

Household Goods and Housewares 
Tobacco 
Personal Care 
Foods 
Restaurants 
Footware 

Textile Manufacturers 
Transports 
Airlines 
Truckers 
Railroads 
Air Freight 


Summary 

• The stock market cycle experiences a distinct pattern of industry group 
rotation because of the chronological nature of the business cycle. Interest- 
sensitive groups have a tendency to lead at peaks and troughs, whereas 
corporations with profits that are enhanced by increases in capital spend- 
ing or commodity price inflation generally lag in the overall market. 

• Sometimes significant changes in the fundamentals of an industry cause 
a group to be uncharacteristically strong or weak during a specific cycle. 
It is therefore better to monitor a spectrum of groups rather than a spe- 
cific one as a proxy for the rotation process. 

• An understanding of the industry group rotation cycle is helpful both in 
assessing the maturity of a primary trend and for the purpose of stock 
selection. 


Middle Groups 

Retailers 
Manufacturers 
Health Care 
Consumer Durables 
Autos and Parts 
Furniture and Appliances 
Building Materials 
Containers Metal and Glass 
Leisure and Entertainment 
Hotels 

Waste Management 

Lagging Leaders (Earnings Driven) 

Mining 

Oil 

Coal 

Oil Drillers 
Basic Industry 
Papers 
Chemicals 
Steels 

Heavy Machinery 
Most Technology 

Computer Manufacturers 

Electronics 

Semiconductors 
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1921 and 1929 was interrupted by corrective reactions, but the substantial 
increase in stock prices during this period resulted in a considerable 
amount of excesses, confidence, and speculation, which were only erased 
by a sharp and lengthy decline. 

Similarly, the 1966 stock market peak was preceded by 24 years of basi- 
cally rising prices followed by a long period of consolidation involving widely 
swinging stock prices. When adjusted for inflation, stock prices peaked in 
1965 and then went through an extremely severe bear market, which was 
comparable to the 1929—1932 debacle* 

Another example comes from the bull market in gold, which started in 
1968 at $32 and ran up to $850 in January of 1980* Although die price 
decline was not as severe as the 1929 crash, the next 20 years were spent in 
a frustrating sideways trading range at prices well under half their peak value. 

Investors become accustomed to rising prices in a bull market, each reac- 
tion being viewed as temporary. When the trend finally has reversed and 
the first bear market rally takes place, the majority are still convinced that 
this, too, is a temporary reaction and that the bull trend is being renewed. 
The initial response is always disbelief as reflected in the attitude, “It's bound 
to come back" or, “Its a good company— 1 am in it for the long term/ As 
prices work their way lower in a bear market, the adjustment takes a less opti- 
mistic form because the majority of investors forsake expectations of a rising 
market and look to move sideways for a time. The psychological pendulum 
finally swings completely to the other (bearish) side, as investors watch prices 
slip even further and become overly pessimistic. At this point, sufficient time 
and downside price action have elapsed to complete the adjustmen t process , and the 
market in question is then in a position to embark on a new bull cycle . 

Time has been viewed here in an emotional context, since it is required 
for investors to adjust to unrealized expectations. Both traders and investors 
need to realize that time is deeply bound with the business cycle. This is 
because a strong and lengthy recovery, like that between 192 L and 1929 or 
between 1990 and 2001, breeds confidence among investors and business- 
people, who tend to become inefficient, careless, and overextended as a 
result of a long period of prosperity. The subsequent contraction in busi- 
ness conditions needed to eliminate these distortions is thus more severe. 
Equity prices therefore suffer the double influence of (1) losing their intrin- 
sic value due to the decline in business conditions and (2) being revalued 


I Major Technical Principle The idea of a reaction commensurate 
* 1 with the previous action is known as the principle of proportionality. 
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downward from the unrealistically high levels that prevailed during- the 
penod of prosperity. The reverse set of circumstances applies following a 
long market decline* 5 


Some Basic Principles of Cycles 

Measuring time as an independent variable is a complicated process, since 
prices move in periodic fluctuations known as cycles. Cycles can operate for 
periods ranging from a few days to many decades. At any given moment a 
number of cycles are operating simultaneously, and since they are exerting 
different forces at different times, the interaction of their changing rela- 
tionships often has the effect of distorting the timing of a particular cycle. 

The most dominant of the longer ones is the so-called 4-year cycle, in 
which there is a nominal or average length between troughs of 41 months. 
Since several other cycles are operating at the same time but with different 

influences, the length of the 4-year cycle can vary either way by 6 months 
or so, * 

Cycles are shown on a chart in the form of a sine wave, as in Fig* 20-1 . These 
curves are usually based on a rate of change (ROC) or tren deviation cal- 
oilation, which is then smoothed to eliminate misleading fluctuations. 

In Fig* 20-2, this idealized cycle is represented by the dashed line and the 
actual cycle by the solid one. The arrows indicate the peaks and troughs of 
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the ideaJized cycle: In actual fact, price trends rarely reverse exactly at the- 
oretical points, and especially not at peaks, where there is often a long lead- 
time. Nevertheless, the theoretical points provide a useful guide. 

This means that a 4-year cycle exists not only for the US. stock, bond, and 
commodity markets, but also for each individual stock and for international 
markets as well. 

For example, if two food stocks are experiencing breakouts, the trend for 
food stocks is likely to be less significant than if, say, 10 stocks are experi- 
encing breakouts* 

In other words, all stocks, indexes, and markets go through a similar cycle, 
but the timing of their peaks and their troughs differs as does the size of 
their price fluctuations. For example, the interest-sensitive and cyclical 
(basic industry} stocks go through a similar cycle, but because interest- 
sensitive stocks such as utilities lead the market, cyclicals such as steel 
groups generally lag behind them. This is shown in Fig, 20-S, Similarly, inter- 
est-sensitive issues may rise by 80 percent from the trough to the peak of 
their cycle, while cyclicals might advance by only 20 percent, and vice versa. 

Chart 20-1 also illustrates this principle and shows the interaction of a 
financial series during a typical business cycle. The rising part of each cycle 
usually consists of three stages, which correspond to the three phases 
described in the Dow theory. It is normal for prices to reach a new high as 
each stage unfolds, but sometimes this does not happen. This is known as 
a magnitude failure and is a distinct sign of weakness, A magnitude failure 
occurs because of very poor underlying fundamentals. In effect, the cycle 
misses a beat. 




Figure 20-2 Typical cycle. 


Major Technical. Principle The principle of commona/lip states 
that a cycle of similar duration exists in the price action of all stocks, 
indexes, and markets. 
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Chart 20-1 Typical cycles with financial series in percentages of their averages: A mecha- 
nistic approach to business conditions. (From L. Avrea, Cleveland Trust Co. 1939.) 
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The opposite can also occur; exceptionally strong fundamentals (or the 
perception of them) can give rise to a fourth stage, in which prices undergo 
an additional upward leg. For equity markets, this final upward surge is often 
associated with an extended period of declining interest rates. Such strong 
underlying conditions normally develop when the 4-year cycle occurs in con- 
junction with the peak of longer-term cycles, such as the KondratiefF (50- 
t 0 54-year) and Juglar (9. 2-year) cycles, which are discussed later. 

In cases in which the cyclic turning points of a number of components 
of a particular market converge, the magnitude of the next move will be 
much greater. For example, the turning points of individual stock markets 
around the world can occur at different times. However, in the summer of 
1982 most of their cyclical lows coincided. The resulting rally in virtually all 
markets was explosive. 

This is the concept behind the know sure thing (KST) market cycle 
model discussed in Chapter 12. If the result were plotted as one idealized 
cycle, it would be represented by a curve similar to that approximated in 
Fig. 20-4. 

There are four influences affecting a time series trend at any one time: 
secular, cyclical, seasonal, and random. The cyclical trend is the starting 
point for the purpose of analyzing primary bull and bear markets. 
Specifically, this is the 4-year or Kitchin cycle. The secular influence is very 
long term and embraces several 4-year cycles. From the point of view of a 
stock, bond, or commodity market, the most dominant “secular cycle” is the 
50- to 54-year cycle known as the Kondratieff wave (after the Russian econo- 
mist Nicolai Kondratieff) . Two other important cycles in excess of 4 years 
have also been noted, namely the 9.2- and 18 and one-third-year cycles. 




Major Technical Principle The principle of summation occurs 
I when several cycles are combined in the calculation of a specific 
indicator. 

T : 



^rrur, 


20-4 Summed cycles. 
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Charts 20-2 (a) and ( b ), adapted from Business Cycles by Joseph 
Schumpeter, combine the effect of three observable business cycles into one 
curve. In effect, it shows the summation principle using three longer-term 
cycles: the 50- to 54-year (Kondratieff), the 9.2-year, and the 41-month 
(Kitchin) cycles. The model is not intended to be an exact prediction of 
business conditions and stock prices, but rather indicates the interaction of 
the shorter cycles with the longer ones. Even so, it is worth noting that the 


Oiart 20-2(a) Schumpeter's model of nineteenth^entury business cycles. {From Joseph 
Schumpeter, Business Cycles, McGraw-Hill, New York 1939.) 



Chart 20-2(b) Twentieth-centmy business cycle and crisis points (calculated path). 



1 McGraw-Hill, New York, 1939. 
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long-term curve crossed below the zero line in 1987, that is, the year of the 
stock market crash. This model was originally constructed in the early part 
of the 1920s. Comparing this model with Chart 20-3 reveals that the long 
upward move dating from about 1942 to about 1966 was associated with ris- 
ing stock prices interrupted by relatively mild cyclical corrections. 

Because the underlying force of this model is the 54-year Kondratieff 
wave, this will be a good starting point for discussion. 


The Long (Kondratieff) Wave 

The 54-year wave is named after a little-known Russian economist who 
observed in 1926 that the United States had undergone three long eco- 
nomic waves, each lasting between 50 and 54 years. 3 It is worth mentioning 


Chart 20-3 U.S. stock prices, 1790-1976, showing Kondratieff buli markets (annual mean 
monthly averages). The Foundation for the Study of Cycles spliced together the following series: 
179CM831 , bank and insurance companies; 1831-1854, Cleveland Trust Rail Stocks; 1854- 
1871, Dement Burgess Composite index; 187 1-1897 Cowles Commission Index of Industrial 
Stocks; 1897-1976, DJIA. The shaded areas represent the plateau period in the Kondratieff 
cycle. (From ujiifuj.pring.com.) 


Actual . Dtf by whEririaht pf «« - all WMntflHft “ 


The cyde was also noted by Professor William Stanley Jevons, an English economise in the 
^cond half of the nineteenth century. 
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that while only three such cycles have been recorded for the United States 

' H ' Phe P S Brown and Shella Hopkins of the London School of Economics’ 
have noted a regular recurrence of 50- to 52-year cycles of prices in the 
United Kingdom between 1271 and 1954. The crest for tire most recent cycle 
^ projected for the 1974-1978 period. In terms of global commodity pric« 
and bond yields^hts was a pretty close call because bond yields andgold 

mChartloM ^ *** beCn ° bserved in interest rates, as shown 

Kondratieff used wholesale prices as the focal point of his observations, 
as shown in Chart 20-5. My own view is that this cycle reflects the balance 
between long-term inflationary and deflationary forces as they affect the 
financial markets. For example,' there is little doubt that there were serious 
deflationary pressures m the 1980s, and yet the Consumer Price Index (CPI) 
rose during this period. This anomaly can be explained by the fact that the 
antideflauonary activity of governments has been much greater in previous 
yeais. This has had the effect of offsetting the deflationary symptoms of 
ower prices. Kondratieff noted that each wave had three phases: an upwave 
astmg about 20 years, a transition or plateau period of 7 to 10 years, and a 
downwave of about 20 years. He observed that each upwave was associated 
wi h rising prices, the plateau with stable prices, and the downwave with 
ec rning prices. He also noted that a war was associated with both the begin- 
mng and the end of each upwave. 

At the start of a cycle, business conditions are very depressed. Because of 
a considerable excess capacity of plant and machinery, there is really no 
incentive to invest in capital projects. Most people prefer to save money 
rather than invest it because of extreme uncertainty. Tire war at the bottom 


s tss UK - and F ”~- i8,M925 - * Bwn “ 



Chart 20-5 The Kondratieff wave, 1789-2000 
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of the down wave, known as die trough war (see Chart 20-5) acts as a rat, 
lyst to get the economy moving again. In view of the tremendous economt 
s ac m e system, this war is not associated with inflation As time r> ° 
gresses, each cyclical upwave becomes stronger and stronger C oZ ^ 
returns and business once again reaches fu/productive Jpadty 
p ce inflation is almost absent, interest rates are very low Credit a nr 
sary fuel for any recovery, is both abundant and cheap DuSng L ph^ 

rtv wb e T S reP,aCe ° ,d Pkm and «**!»«* and invest "nnZ 
ty, which improves productivity and creates wealth. This rising phase is usu 
ally associated with widespread exploitation of a previoufly developed 

nfoe7 7 * aS Canals in the 1820s and 1830s, railroads in the mid 
nineteenth century, automobiles in the 1920s, and electronics in the 1960s 

vestm 7? S PhaSC Pr0gresses ’ inflationary distortions caused by overin- 
ment start to develop. This development has a tendency to cause social 

pliodri another war^k A chara «-istic around this 

acts as a cltal si , t, ^ ^ 1116 “ UnIike the ^ugh war, which 

sure on a "Is mm ih “PT " ** pCak War places undue P™ 

ity prices and bond Y ** * Capaci * As a "*ult, commod- 

ty p ces and bond yields move to very significant 20- to 25-year new hisrhs 

^ P t CakS ° f 1814 ’ 1864 ’ 19H ’ and the lateT 9 70s " 

cal movemlntsTf S aC r SrOUnd i 1S impOItant because jt influences the cycli- 
t nanCIaJ markets ' For example, during the up phase 

and tief belr nh 7 reCeSSi ° nS ’ itwould be reasonable! expect mild 

period hi afl I" 56 * r eqUity marketS ’ 1116 relativel y stable plateau 

1820 1860 1920 S 7 Z ^ ^ poWerfo] b «» market (such as 

is to develon 't ' lna Hy> if a sharp and devastating bear market 

is to develop, ,t usually occurs during the down phase. 

short during 6111 ’ CO ™ modit y bul1 markets are long and bear trends are 
Ibles 7 e 7 phaSe - Trends i" b ond prices are the opposite. The 

tend to be n T 77 the doWn P base since commodity bear markets 
interorefahr™ 77 ’ 7 c .f cbcai advances in bonds are quite strong. The 

For examnl th • C teC mCal indlcators should be adjusted accordingly. 
montT Z me T n ^ 3 Cydkal bear market in stocks might be 12 
limited to a UP PhaSe ’ Wth the annual rate of monthly price change 

nele Ron h 7“ reading ’ bUt the Sta “ dards would be different dur- 
and weak!r T l7 u d0 “ e When each b “s cycle becomes weaker 

1 'z z fsr hm r rkm woM “P ec,ed » - 

spective should hL v r more devastating. The same sort of per- 

which the Ro d a f t0 Cydical trends °f commodities and bonds for 
which the Kondratieff cycle is far more reliable. 

A study and appreciation of the Kondratieff cycle are fine examples of 

why any market predictions based on the experience ofonlyttmrwaor three 

li 
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Although the average cycle lasts 18 and one-third years, actual cyclical lows 
can vary 2 or 3 yeans either way. These troughs arc marked on the chart 
above the 3-year MA. The increase in government interference in die econ- 
omy resulting from the Keynesian revolution and the post-World War II com- 
mitment to full employment appears to have had two effects on the cycle 

noao P ro^ d 1952-1 970 ' First - il ™ retched out from 18 to 25 years 
(1949—1974), and second, it prolonged the up phase. This is especially 
noticeable for the 1949 low, which on a 3-year MA hardly shows as a trough 
here is a question of whether this cycle is still operating since the con- 
ceptual low last bottomed out in the spring of 1988, which did not coincide 
with a bottom associated with a business cycle. Also, 18 years from the actual 
low recorded in 1974—1975 would place the cyclical low in the 1992-1993 
period, which was not a major bottom. The next two conceptual lows 
develop in 2006 and 2024. 

The 18-year cycle Fits in well with the Kondratieff picture, since three such 
cycles form one Kondratieff wave. In the last two Kondratieff waves, when 
the upwave part of the 18-year cycle coincided with the plateau period, an 
explosive bull market and only a mild correction took place. This was also 
true for the 1980s. 

Since 1840, the 18-year cycle has operated fairly consistently. However, the 

prolonged nature of the last two cycles casts doubt on whether it is still con- 
tinning to operate. 


The 9. 2 -Year Cycle 

Chart 20-7 shows the 9.2-year cycle in stock prices from 1830 to 1946. The 
dashed hnes represent the ideal cycle in which stock prices reversed exactly 
on schedule, and the solid line shows the actual annual average as a per- 
cen tage of i ts 9-year MA tren d. 

The cycle occurred 14 times during die 1830-1946 period, and accord- 
ing to the Bartels test of probability, it could not occur by chance more than 
once in 5000 times. Further evidence of the significance of this cycle is given 
by observation of the 9.2-year periodicity in other phenomena as unrelated 
as pig iron prices and the thickness of tree rings. 

One problem with using the technique illustrated in the chart is that the 
annual average is expressed as a percentage of a centered 9-year MA. This 
means that the trend is not known until 4 years after the fact, so that there 
is always a 4-year lag in learning whether the 9.2-year cycle is still operating- 
Nevertheless, if the theoretical crest in 1965’ is used as a base and the 9.2 


1 ^Macmillan. New York. 1939 (available in reprint from Fn»c, Publishing. Burlington. VT. 
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years are subtracted back to 1919, the peaks of the 9,2-year cycle correspond 
fairly closely to major stock market tops. 

Chart 20-8 shows that the cycle has worked reasonably well since the start 
of the last century. The vertical lines represent the 9-year cyclical lows. The 
arrows show where the actual low was off the mark as far as the 55-month 
(approximately half the 9.2-year time span) ROC was concerned. The 
major exception was the August 1987 top, but the cycle soon made up for 
it by October. 

One interesting characteristic of the 9-year cycle that is probably of 
greater forecasting significance is the sonralled decennial pattern. 


Chart 20-7 The 9.2-year cycle in stock prices, 1830-1946. (From Edmond R '. Dewey, 
Cycles: The Mysterious Forces That Trigger Events, Hawthorne Books, New York 1971, 

P . im 



Chart 20-8 SStP Composite, 1900-2001, and the 9^year stock cycle, (From 
Uiww.pring.com.) 
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The Decennial Pattern 

^ !939 p„ t 

££ ~ d r “ n ^ “ 

“ »*V 19-year » re ct ” 

correlate the decennial stork natto u ° gh he was later able to 
ferentials. Even f" dif ' 
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caJcula^o^' The^e^' lsff 189^1901^'*^ *** “ dle X ear in bis 

1892, and so on^llS ' r^T" ^ 1,16 **>«“« 1882 > 
Dr. Elsworfo Huntington and . f h ' I t ns P lred ty the research of 
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mented by cutting a stock mark T IT natUTa * Phenomena, Smith experi- 
theni above eacl/other for rr mt ° segments and Pacing 
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as a cornerstone for his research In his the decenniaI c)* 1 * 

wrote, “In the 35 years that hav , . 4 stock market forecast, Gould 
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stood the test of time. Y P tl Smith s discovery has 
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Cliart 20-9 The decenniel pattern of industrial stock prices {adapted from Edson Gould's 
1974 Stock Market Forecast, The years 1974-1980 represent our own approximations for 
major waveforms in the DJIA,). 
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the eighth. Since this series represents an average, it is highly unlikely that 
a typical decade will duplicate it exactly. 

The decennial pattern can be of greater value if it is used to identify where 
the strong and weak points usually occur, and then to see whether other 
technical phenomena are consistent. For example, in the middle of year 9, 
the 12-month ROC indicator for the average cycle is very overbought, 
which is consistent with a decline or consolidation starting at the end of that 
year and following through to the tenth, that is, the year ending in zero. In 
1949, the 12-month ROC was very oversold and was inconsistent with its nor- 
mal position in the decennial pattern. Instead of declining into 1950, the 
market actually rose. This experience is a good example of why the decen- 
nial approach should be used with other technical indicators and not in isolation. 

Bearing this in mind, note that Chart 20-11 shows the decade beginning 
in 1981. The swings in the 6-month MA of the 12-month ROC are very close 
to the decennial average shown in Chart 20-10, with lows in 1982, 1984, and 
1988. The strong bull market of the 1990s in Chart 20-12 does not fit the 
pattern so well because of its upward bias. Even so, it is still possible to 
observe weakness in the ROC going into 1994 with subsequent strength in 
1995. The cycle calls for a sharp rally into years 8 and 9. In the case of the 
1990s, the MA of the ROC was already overbought, but there is still a defi- 
nite rally during this period. However, by the end of 2000 the smoothed 
ROC begins its descent right on cue and by 2001 (not shown) it falls below 
the zero reference line, which is again consistent with the cycle. 


Chart 20-10 Decennial pattern, 1900-1996. ( From www.pring.com.) 
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Chart 20-11 Decennial pattern, 1981-1990. (From www.pring.com.) 
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Chart 20-12 Decennial pattern, 1991-2000. (From www.pring.com.) 
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Important Years 

The decennial average shows that there is a distinct upward bias beginning 
at the tail end of the seventh or the middle of the eighth year, which runs 
through to the third quarter of the ninth. Table 20-1 shows data between 
1881 and 2000; 73 percent of these years were bullish. The best years for 
equities have been those ending with a 5. The other strong years appear to 
be those ending with 2, 4, and 8. 

Weakness is most pronounced in the years ending with 1, 3, 6, 7, and 0. 
Only the seventh year has declined on more occasions than it has advanced, 
and it is therefore the weakest. The optimum periods for investment appear 
to be during the second, fourth, late seventh, and early eighth years. Since 
these comments relate to “average” years, they only indicate a bias. Investment 
decisions should take other indicators, such as the position of the 12-month 
ROC, into consideration. For example, if the market is extremely over- 
bought at the end of the ninth year, the chances are that its “peaking” char- 
acteristic will result in weakness. On the other hand, if the market is oversold, 
as it was in 1949, this is likely to outweigh the normal decennial weakness. 
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The 41-Month (4-Year) Cycle 


One perceptive observation made by Smith was that the decennial pattern 
appeared to “contain three separate cycles in a decade, each one lasting for 
approximately forty months,” 5 which is also apparent from the rhythmic 
action of the 12-month ROC, shown on Chart 20-10. This is most interest- 
ing, as it ties in with the so-called 4-year cycle of stock prices. More precisely, 
t } ie 4-year cycle is a 40.68-month (41-month) cycle. It has been observed to 
operate in stock prices since 1871. Around 1923, Professor Joseph Kitchin 
was also able to show a cycle of 41 months in bank clearings, wholesale 
prices, and interest rates in the United States and United Kingdom. This 
cycle has since carried his name. 

The Kitchin cycle, applied to stock prices, is illustrated in Charts 20-1 3 (a) 
and (6). Between 1871 and 1946, it has occurred 22 times with almost 
uncanny consistency. Then in 1946, as Edward Dewey describes it, “Almost 
as if some giant hand had reached down and pushed it, the cycle stumbled, 
and by the time it had regained its equilibrium it was marching completely 
out of step from the ideal cadence it had maintained for so many years.” 5 

The 4-year cycle can also be observed by looking for a major buying oppor- 
tunity every 4 years and in this way is arguably the most reliable of the cycles 
described here. Chart 20-14 shows that this usually develops after a decline 
such as 1962, 1966, 1970, 1974, 1978, 1982, 1990, 1994, and 1998. 
Sometimes, as in 1986, the market is very strong and the buying opportu- 
nity develops after a sideways consolidation. As the new century opens, the 
years to watch out for are 2002, 2006, 2010, and 2112. 

The reversal in the Kitchin 4-year cycle in the 1940s is a fine example of 
how a cycle that has appeared for a long time to be working consistently 
can suddenly, for no apparent reason, become totally distorted. Once again, 
the fact that a particular indicator or cycle has operated successfully in the 
past is no guarantee that it will continue to do so in the future. 


Seasoned Pattern 

There is a distinct seasonal pattern of stock prices that tends to repeat year 
after year. Stocks seem to have a spring rise, a late-second-quarter decline, 
a summer rally, and a fall decline. The year end witnesses a rally that usu- 
ally extends into January. Stocks purchased in October have a high proba- 
bility of appreciating if held for a 3- or 6-month period. 

5 Smith, Tides and the Affairs of Men., pp. 55ff. 

6 Ed\vard R. Dewey, Cycles: The Mysterious Forces That Trigger Events, Hawthorne Books, New York, 

,1971, p. 121. 



384 


Part D: Market Structure 


Chart 20- 13(a) The 41-month rhythm in stock prices, 1868-1945. (From Edward R (W,, 
Cycles: The Mysterious Forces That Trigger Events, Hawthorne Books , New Vbrfc, 1 97 j ) U * yi 



Chart 20- 13(h) The 41-month rhythm in stock prices reversed. 1946-196 8, {From Edward 
197 LydeSr ^ Mysterious Forces That Trigger Events, Hawthorne Books. New York , 
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Chart 20-14 SStP Composite, 1959-2001, the 4-year cycle in stock prices. (From 
uncuu.prf ng. com . } 
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Apart from seasonal changes in the weather that affect economic activity 
and investor psychology, there are also some seasonal patterns in financial 
activities. For example, July and January are heavy months For dividend dis- 
bursement, and for the retail trade the year-end (Christmas) period is the 
strongest of the year. 

Chart 20-15 represents the seasonal tendency of the stock market to rise 
in any given month. The probabilities were calculated over the twentieth 
century by Ned Davis Research. All movements are relative, since a month 
with a strong tendency will he accentuated in a bull market, and vice versa. 
U is also important to note that the direction of the trend is more impor- 
tant than the level. 

Table 20-2 shows the average monthly performance of the DJIA for the 
Iwentieth century. The source is Ned Davis Research, but the data have been 
reproduced from Tim May's The Research Driven Investor? arguably one of the 
best investment books ever written. 

Generally, if the market rises in the first 5 days of January, it is likely to 
extend for a rise for the whole year. This rule worked almost perfectly 
between 1950 and 2000, with exceptions in 1994, 1966, 19^3, and 1991. The 
latter three were associated with wars. A more consistent indicator is the 



7 DJ1A monthly performance since 1900. (Source: Tim Hayes, The Research Driven Investor, 
McGraw-Hill, 2000.) 
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Chart 20-15 The seasonal pattern in the stock market. {From The Research rwr, 
Investor, Timothy Hayes [McGraw-Hill, New York, 2000)] Driven 



Table 20-2 DJIA Average Monthly Performance, 1900-2000 


Jan, Feb. March Apnl May June July Aug. SepL Ocl Nov. Dec. 


Average rise/fatl “ " 

1.1% -A% S7% 1.1% -.1% .5% 1*4% 1*1% -1% 0% .9% L5% 

Percentage of months in which the market gained 

fH 50 m 55 52 61 65 42 55 62 73 


Source: Ned Davis Research 


January barometer. Between 1950 and 2000, it has been an excellent indi- 
cator for market performance for the whole year. If prices rise in January, 

they are likely to do so for the whole year. The rule has a 90 percent track 
record. r 

Small-capital ized stocks have a tendency to outperform large-capitalized 
issues at die turn of the year. This may be because October is the weakest 
month and small-capitalized stocks, lacking the quality of their blue-chip 
brethren, get hit tire worst. This makes them ideal tax-loss candidates, which 
a c s to the downside pressure. When tax-loss selling abates, they are nat- 
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ural candidates to experience a strong vear-end rally and strength into the 
opening months of the new year. 

In most years, the November-Jantiary period tends to be the best 3-month 
holding period for the market as a whole. Tins year-end effect of superior 
returns also seems to apply to the month end. 


End of the Month 

Data covering the 89-year period ending in 1986 show that returns from the 
last trading day of a month are consistently good* The rationale for this 
effect may well come from higher month-end cash flows, such as salaries. 

The 4 trading days ending in the third trading day of the new month have 
also proved to be profitable. Figure 20-5 shows that these 4 trading days aver- 
age 0.118 percent versus 0.015 percent for all trading days. Tum-of-the- 
month returns can be said to account for all the positive capital gain 
returns generated by the market Other research suggests that the period 
lasts from the penultimate day of the month to the third day of the new 
month. Whatever the length of the holding pattern or its exact entry and 
exit points, there is no doubt that there is a strong seasonal end-of-the- 
month tendency. 

As a note of caution, in an article entitled "Calendar Anomalies,”* Bruce 
Jacobs and Kenneth Lew point out that this effect was less prevalent in the 
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Figure 20-5 The turn-of-lhe-monlh effect (average daily returns). ( Data from J. Lakonishok 
n o, omicfl, Are Seasonal Anomalies Real? A Ninety Year Perspecth>e, * Johnson utork- 
tn 9 paper 80-07, Cornell University, Ithaca , 1987] 






'MTA journal, winter 1989-1990, 
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1 980s, which shows that it is not a wise policy to Follow one indicator exclu- 
sively. In the 2001 edition of the Slock Traders Almanac, a must read For the 
seasonally oriented trader, Yale Hirsch points out that the seasonal indica- 
tor shifted between 1981 and 2000 to the last 4 and first 5 trading days of 
the new month. 

For a practical applicadon, it makes sense to integrate this reliable long- 
term seasonal effect with short-tenn oscillators. Clearly, the potential for the 
market to advance at this time will be much greater if it is oversold going 
into the last (presumably) bullish days of the month. 


Days of the Week 

I he term blue Monday" is very much justified. The influence of weak 
Mondays originated during the 1929-1932 crash. During the Depression, 
die market advanced, on average, every day of the week except Mondays. It 
could be said that the entire market decline took place over weekends, dur- 
ing die periods from Saturdays to closings on Mondays. 

Figure 20-6 shows the average return for each day from 1928 to 1982. 
Monday is die only down day. Remember that this takes account of “black 
Thursday in 1929, but does not include the 500-point drop that occurred 
on "black Monday" in 1987. The strong markets of the 1990s resulted in a 
different outcome in that Mondays, by a small margin, actually turned out 
to be the strongest day of the week. Thursday turned out to be the villain in 



Men. Tue. Wed. Thors. Fri'. 6* Fril 5* • Sat. 


*Fri. 6 - Friday in a 6 day trading week, 

* * FrS - s - Friday in a 5 day trading week. 

Figure 20-6 The day-of-the-week elfect (average daily returns). (Data from D. Klein and 
, Siamtough. “A Further Investigation of the Weekend Effect in Stock Returns ’ Journal 
of Finance, July 1 984, pp. 81 9-837 ) 
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that 48.9 percent turned out to be winners. It remains to be seen whether 
this is a permanent shift 

There does not appear to be any acceptable rationale For this effect which 
also reportedly occurs in non-U.S. equity markets, debt instruments, and 
even orange juice. 


Preholiday Advances 

The day preceding holidays is statistically a bullish period. This is indicated 
in Fig. 20-7, which covers the period between 1963 and 1982. With the 
exception of Presidents" day, all these (average) preholiday trading sessions 
handsomely beat the average day. 


Time of Day 

Recent studies" have indicated that there is a definite mneof-day effect, as 
shown in Fig. 20-8. There is little difference in the activity from day to dav, 
except for Monday mornings. All days, however, show an upward bias going 
into the last half-hour. The study showed that this rallying effect was empha- 


New Years 
Presidents Day 
Good Friday 
Memorial Day » 
Fourth of July 
tabor Day ** 
Thanksgiving 
Christmas 
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0.25 0,375 
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Figure 20-7 The holiday effect (average preholiday returns). (Data (ram R. Ariel, “High Stock 
neturns Before Ho/icfoys," Sloan working paper. Massachusetts Institute of Technoloau 
Cambridge, MA, 1984.) 


'Vris, "How to Profit from Intradiiil) Stock Returns," Journal of Portfolio Management, winter 

5 ' r 'nJ. 
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Time of day 


Figure 20-8 The time-of-day effect. (Data from L. Harris, ‘A Transaction Data Study of 
Weekly and Intradaily Patterns in Stock Returns ,” Journal of Financial Economics, vol. 16, 
1 98b, pp . 99-1 1 7,) 


sized even to the dosing bell, with the average return of the last trade equal 
to 0.05 percent or 0.6 cents per share. The nearer the return took place to 
the closing bell, the higher it was. Trades after 3:55 p.m. averaged 0.12 per* 
cent returns or 1.75 cents per share. That upbeat note is a good place to 
close this chapter. 



21 
Practical 
Identification of 

Cycles 

This chapter discusses some of the basic principles of cyclic analysis and 
uses examples to illustrate some simple techniques that help in their 
identification. 


Cycles Defined 

A cycle is a recognizable price pattern or movement that occurs with some 
degree of regularity in a specific time period. A market, stock, or indicator 
that has a relatively consistent price low at 6-week intervals is said to have a 
6-week cycle. That successive lows are higher or lower than their predeces- 
sor is of no importance in identifying the cycle. What is significant is that 
there is a clearly definable “low” point every 6 weeks, separated from its pre- 
decessor by a high point known as the cycle high. Figure 21-1 shows some 
possible examples. 

Figure 21-1 also shows that although cycle lows occur at approximately 6- 
week intervals, cycle highs can vary. Occasionally, they arrive early, as at point 
A; sometimes they occur in the middle of the cycle, as at point B, but they 
may also appear late, as at point C. Generally, when the cycle high develops 
shortly after the cycle low, the implications are that the upward part of the 
cycle is weak and that its overall strength lies on the downside. In this situ- 
ation, each cycle low is normally below that of its predecessor. Similarly, a 
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Figure 21-1 Cycle highs and lows. 


cycle high that is "late” in arriving, that is, it arrives well after the halfway 
period, usually indicates a strong cycle, with the implication that the cycle 
low will be above the low of the previous cycle. A number of different cycles 
can be observed for any market or stock, some long and some short in dura- 
don. The task of the technician is not to identify as many as possible, but 
to isolate the most dominant and reliable. 


Principles 

• The longer the cycle, the greater the amplitude in price; for example, a 
10-week cycle will have far greater trading significance than a 10-hour 
cycle. 

• It follows from item 1 that the larger the cycle, the greater the significance 
of the low. 

• The larger the number of cycles reaching a low at around the same time, 
the stronger the ensuing price movement. 

• In a rising trend, the cycle high has a tendency to “translate to the right,” 
that is, to occur after the halfway point of the cycle. The same principle 
holds in reverse for bear markets; that is, there is a tendency for the cycle 
high to translate to the left. 

• It is possible to observe cyclic highs that occur at regular time intervals. 

• A projected cyclic high or low may develop in the opposite way to that 
anticipated. In such cases, the cycle is said to be “inverted.” 


Practical Identification of Cycles 
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Methods of Detection 

Many mathematical techniques have been used to identify cycles. Fourier 
analysis, for example, isolates the existence of various cycles by length, ampli- 
tude, phases, and so on. Systematic reconnaissance is a technique that tests 
for periods requested. The result is a periodgram that shows the most dom- 
inant cycles. Although such techniques can be useful, they tend to make 
technical analysis look as if it is an exact science, which it very definitely is 
not. These approaches fall outside the scope of this book, but materials 
listed in the Bibliography will give more information. This chapter will be 
confined to three methods of cycle identification: deviation from trend, 
momentum, and simple observation. 

Deviation from Trend 

Ons method takes a series of data and divides each item by a moving aver- 
age (MA) . The period under observation represents the deviation, and the 
MA represents the trend. 

Chapter 9 explained that since an MA is designed to reflect the underly- 
ing price trend, ideally it should be plotted halfway along its span. This is 
because the “average” price occurs halfway through the time span, such as 
in the seventh week for a 13-week MA. However, changes in the direction 
of the MA usually occur far too late to offer timely signals for the purpose 
of identifying trend reversals. For this reason, technicians normally use an 
MA crossover for generating signals. Since only historical data are used in 
cycle identification, this disadvantage is not important. The MA deviation 
is therefore calculated by dividing the period in question by the midpoint 
of the MA. The price observation for February 27 is divided by a 13-week 
MA, as calculated on April 18; that is, the MA is “moved” back 7 weeks. The 
result is then plotted as an oscillator, which isolates the cyclical high and 
low points. 

It is then a relatively simple task to see whether any consistent time peri- 
ods separate these points. One method is to note the time differences 
between all the cycle lows and highs in order to determine which ones come 
up most frequently. Since MAs smooth out all cycles within their time span, 
it is important to experiment with several averages in order to identify as 
uiany cycles as possible. The more reliable ones should then be used in the 
analysis. 
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Momentum 

A simpler method is to calculate a momentum oscillator and smooth it by 
an appropriate MA, as determined by trial and error. This approach will 
bring out the underlying rhythm in the price movement, just as a deviation- 
from-trend calculation does. It is doubtful whether the momentum 
approach alone can be successfully used for cycle identification, but it can 
prove to be an invaluable confirmation of cyclic reliability when used in con- 
junction with the technique of simple price observation discussed later. 

The position of a momentum index can also be useful in warning of 
potential cyclic inversions, that is, when a projected cyclic low might turn 
out to be a cyclic high, and vice versa. For example, a cyclic inversion may 
occur when the observed data project that a cyclic low is likely to develop 
around a specific date, while the momentum indicator used in conjunction 
with this study is at, or coming down from, an overbought level. A good 
example is shown in Chart 20-8 of the S&P Composite. In 1987 the 9.2-year 
cycle appeared to reach its peak, as measured by the 55-month rate of 
change (ROC) at exactly the time when a low should have been recorded. 

Simple Observation 

Chart 21-1 shows the Philadelphia Gold and Silver Share Index. The solid 
vertical line represents an 82-week cycle of lows and the dashed vertical line 
a 1 26-week cycle of highs. The ROC has a time span of 41 weeks, half the 
82-week cycle. Neither of these cycles is perfect, but they do, for the most 
part, explain most of the turning points in the period under consideration. 
These two cycles were isolated on a trial-and-error basis using the cycle line 
tool in the MetaStock program. 

If you do not have access to a package such as this and wish to accom- 
plish this task manually, the easiest method of identifying cycles is to start 
by observing on a price chart two or three major lows that appear to be rel- 
atively equidistant. The next step is to pencil in the projections for that par- 
ticular cycle. If a substantial proportion of those projections result in either 
highs or lows, it is a good idea to mark them with a colored pencil. If most 
projections result in failure, the cycle should be abandoned and a new one 
sought. A cycle high occurring at any of these points should be treated as 
a successful projection, since the first objective of cycle analysis is to deter- 
mine potential turning points. 

Once a reliable cycle has been established, the analyst should look at all 
the important cycle lows that are unexplained by the first cycle and try t° 
explain them by discovering another cycle. The chances are that the sec- 
ond cycle will not only fit some of the unexplained lows, but also will occur 
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Chart 21-1 Philadelphia Gold and Silver Share Index and a 41-Week ROC, 1985-2001. 
[frvrn LuiuLu.prin^-Com.) 



at or near some of the cycle lows previously established. This is very impor- 
tant, because a basic principle of cycle analysis is that the greater the num- 
ber of cycles making a low around a certain time, the stronger the ensuing 
move is likely to be. Such knowledge must be used in conjunction with other 
technical evidence, but if that too offers a green light, the odds that a sig- 
nificant upwave will occur are increased. The next step in the method is dis- 
cussed in the following section. 


Combining Cycle Highs and Lows 

The vertical lines in Chart 21 -1 point out a fairly reliable pattern for both 
cycle highs and lows. One of the most important principles coming out of 
tins exercise is that the various turning points derive their significance from 
the direction of the main or primary trend. In this respect, the arrows on 
the chan flag the various bull and bear market environments. Note how the 
eye le tops tend to have greater magnitude in a bear market, such as the 1987 
*nd 1990 tops. Conversely, the 1986 and late 1992 lows developed at the start 
Kabuli market and experienced far greater magnitude than the 1997 and 
^99 signals, which developed in a bear market. 
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One of the advantages of combining high and low cycles is that this 
approach makes it possible to obtain some idea of how long a rally or reac- 
tion might last. This arises from the proximity of the high and low. For exam- 
ple, the late 1992 low developed just after the high. The ensuing decline 
was quite brief. The reverse was true at the end of 1989, where the low was 
very close to the early 1990 high. The rally in this instance was short. The 
position of the ROC can often provide a clue as to whether a particular cycli- 
cal turning point will work. For example, the strong peaks in 1987, 1990, 
and late 1999 all developed when the ROC was at or close to an overbought 
condition. Similarly, the 1986 and 1988 lows were associated when moder- 
ately oversold conditions failed to materialize. 

Not all examples work out quite as accurately as that shown in Chart 21- 
1. Readers are cautioned not to try to make a cycle work. If it does not fit 
naturally and easily, chances are that it either does not exist or is likely to 
be highly unreliable, and therefore should not be used. In any event, such 
analysis should always be used in conjunction with other indicators. 


Summary 

• Recurring cycles, both of low points and high points, can be observed 
from charts of financial markets. 

• A cycle turning point is significant both for the time interval between 
cycles and for the number of cycles that are turning at the same time. 

• Cyclic analysis should always be used in conjunction with other indicators. 

• Suspected cycles that do not easily fall into a consistently recurring pat- 
tern should not be made to work and should be discarded. 
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Advantages of Volume Analysis 

Pretty much all of the indicators covered so far, with the notable exception 
of cycles, have been concerned with price or a statistical manipulation of it. 
This means that each of these indicators represents a variation on a theme. 

As a result, the study of volume patterns gives greater depth to the weight 
of the evidence approach described earlier. In this chapter we will explore 
some basic volume principles, and in Chapter 23 we will expand the dis- 
cussion to include volume indicators that are suitable for analyzing indi- 
vidual securities and the stock market. 

There are three principal benefits from monitoring volume. First, when 
we look at indicators that measure both price and volume momentum, it is 
possible to see if they are in agreement. If so, the probabilities favor an 
extension of the prevailing trend. Second, if they disagree, it tells us that 
the underlying trend is not as strong as it might appear on the surface. 
Finally, volume often throws up characteristics of its own that literally shout 
the message of an impending trend reversal. 


Hf : | Major Technical Principle Volume not only measures the enthu- 
Ip p siasm of buyers and sellers, but it is also a totally independent variable 

tef fe from price. 

S: 


397 


398 


Part U. Market Structure 


Volume is usually featured in a chart in histogram Format under the price 
series, as in Fig. 22-1. This arrangement is usually acceptable since it high- 
lights significant expansions and contractions in trading activity. These, in 
turn, confirm or question the sustainability of the price trend itself. Volume 
may also be expressed In a momentum format, which has the effect of accen- 
tuating fluctuations in activity in a more graphic way. 


Principles of Volume 
Interpretation 

1 . The most important principle is that volume typically goes with the trend. 
It is normal for activity to expand in a rising market and contract in a 
declining one. In this sense volume is always interpreted in relation to 
the recent past, It's no good comparing current 1 billion plus share days 
on the NYSE with 5 or 6 million 70 years ago. This expansion is a result 
of institutional changes, a larger market, derivatives, and so forth. 
However, a 2-billion share day compared to a recent 1.5-billion share 
day is relevant. Prices move in trends, but do not generally rise and fail 
in straight lines, as reactions to the prevailing trend set in. The same 
principle applies to volume. On the left side of Fig. 22-1, for instance, 
the arrow shows that the volume trend is up. By the same token, it is 
apparent that the level of activity does not expand every day. There are 
quiet ones and active ones, but the general thrust is up. The right-hand 
part of the diagram features a downtrend in volume, but it too is irreg- 



Figure 22-1 Volume histogram. 


\fclume: General Principles 


399 


ular. When we talk about volume rising or falling, then we are usually 
referring to its trend. Volume trends, like price, can be intraday, short, 
intermediate, or long, depending an the nature of the chart. 

2. One important aspect to consider is the fact that volume reflects an 
exchange between buyers and sellers. By definition the amount of 
money flowing into a security must always equal the amount flowing out. 
This is true regardless of the level of volume. 

3. If buyers get greedy, they will push up die bid until they obtain as much 
quantity as they want. If sellers react to bad news, they might panic, push- 
ing prices down sharply, but at all times the amount of a security being 
sold is always equal to that being purchased. 

4. Rising volume and rising prices are normal. This combination indicates 
that the market is in "gear' 1 and has no forecasting value. If this is the 
case, it is reasonable to expect at least one more rally that reaches a new 
price high when volume does not. 

5. Volume normally leads price during a bull move. A new high in price 
that is not confirmed hy volume should be regarded as a red flag, 
warning that the prevailing trend may be about to reverse. In Fig. 22-2, 
the price peaks at point C, yet volume reached its maximum at point A, 
Such action is normal; the declining volume peaks warn of underlying 
technical weakness. As with momentum divergences, die re are no hard 
and fast rules about how many divergences precede a peak. Generally 
speaking, though, the greater the number of negative divergences, the 
weaker the underlying technical picture. Also, the lower the peaks rel- 
ative to each other, the less enthusiasm that is generated and the more 
susceptible die technical position becomes once buying dries up or sell- 
ing enthusiasm intensifies. A new high accompanied by virtually no vol- 
ume is just as bearish as a new price high with virtually no upside 
momentum. 

6. Rising prices and falling volume (see Fig. 22-3} are abnormal and indi- 
cate a weak and suspect rally. This ty r pc of activity is also associated with 
a primary bear market environment and can be used as an indicator in 
this respect. Just remember, volume measures die relative enthusiasm 


Major Technical Principle It is the level of enthusiasm of buyers 
or sellers that determines the course of prices. 
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Figure 22-3 Bearish volume configuration. 


Sel,erS ’ ^ rnar ^et that rallies on a trend of lower volu 
nd.cates that prices are rising because of a lack of sellers rather &, 
nthusiasm of buyers. Sooner or later the market will reach a po 
ere sellers become more motivated. After that, prices will start to p. 
up ° n the downs.de. One tipoff is to watch for volume to incre; 
noticeably as the pnce starts to decline. This is shown in Fig. 22-4. 

7. Sometimes both price and volume expand slowly, gradually working in 

m ^ ^ a final bIowofFsta ge. Following this develc 

ern, both volume and price fell ofF equally sharply. This represents; 
exhaustion move and is characteristic of a trend reversal The sign! 
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cance of the reversal will depend upon the extent of the previous 
advance and the degree of volume expansion. Obviously, an exhaustion 
move that takes 4r-6 days will be nowhere near as significant as one that 
develops over a matter of weeks. This phenomenon is termed a para- 
bolic hlowoff and is featured in Fig. 22-5. Unfortunately* exhaustion or 
blowoff moves such as this are not easy to define in the sense that it is 
possible to construct clearly definable trendlines* price patterns* and so 
on. For this reason it is not usually possible to spot the terminal phase 
until a day or so after volume and price have reached their crescendos. 

8. The opposite of a parabolic blowoff is a selling climax. A selling climax 
occurs when prices fall for a considerable time at an accelerating pace* 
accompanied by expanding volume. Following a selling climax* prices 
may be expected to rise* and the low established at the time of the cli- 
max is unlikely to be violated for a considerable time. A price rise from 
a selling climax is by definition accompanied by declining volume. This 
is the only time when contracting volume and a rising price may be 
regarded as normal. Even so, it is important to make sure that volume 
expands on subsequent rallies* as indicated in Fig. 22-6. Termination of 
a bear market is often, but not always, accompanied by a selling climax. 

When prices advance following a long decline and then react to a level 
at slightly above* or marginally below* the previous trough, it is a bull- 
ish sign if the volume on the second trough is significantly lower than 
the volume on die first. There is an old saying on Wall Street; “Never 
short a dull market." It applies very much to this type of situation in 
which a previous low is being tested with very low volume. This indicates 
a complete lack of selling pressure (see Fig. 22-7), 
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tonfcmL ,h^!” °? J leav ) rvo luine is abnoraial and is a bearish sign, 

it is usually because of a lack ofh^M 7 h " pnCCS 

mal activirv ! k f blds ‘ 50 volume contracts. This is nor- 

ume expands on'ih 0 ^"^ mUCh information - However, when vol- 

■he dS oI th , ' 1C “ beCause se,Iere are more motivated; 

he decline, other things being equal, is likely to be more severe. 
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Vo Lime: General Principles 


403 




12 - Following a decline, heavy volume with little price change is indicative 
of accumulation and is normally a bullish factor (see Fig. 22-10). 

13. Record volume coming off a major low is usually a very reliable signal 
that a very significant bottom has been seen because it indicates that an 
underlying change in psychology has taken place. Such reversals in sen- 
timent are usually of a primary-trend magnitude. Examples in the U.S. 
stock market developed in March 1978, August 1982 and 1984, and 
October 1998. It also developed at the 1987 low in bonds and eurodol- 
lars. It is not an infallible indicator though, because record volume was 
achieved in January 2001 for both the NYSE and NASDAQ, yet this did 
not turn out to be the final low for the move. 
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Figure 22-10 Accumulation. 


14. hen \oIume and price expand at a sharp pace, short of a parabolic 
blowoff, and then contract slightly, this usually indicates a change in 
trcn . o me times this is an actual reversal, and at other times, it is a con- 
solidation. This phenomenon is featured in Fig. 22-1 1 and represents 
a temporary exhaustion of buying power, 

15. When price experiences a small rounding top and volume a rounding 
bottom this is a double abnormal situation since price is rising and vol- 
ume falling as the peak is reached. During the decline, price declines 
and volume expands, which is also abnormal and bearish An example 
IS shown in Fig. 22-12. 
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Figure 22-12 Bearish top configuration. 


■ 

Marketplace Examples 

. , Chart 22-1 features RadioShack. The volume price configuration at A is 

. ^dicative of bull market activity, where price and volume are expanding 

simultaneously. The character of the technical position changes quite dra- 
matically by the time we reach B. Here, the price is rallying, but volume is 
dedining. This is a tip-off that a bear market has begun, because such a rela- 
. . Unship is abnormal. Note how volume picks up again in early February as 
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Chart 22-2 Coors, 2000-2001, volume divergence. ( From www.pring.com.) 



the price begins its decline. This again is abnormal behavior and is bearish- 
As the price bottoms at C, this could be construed as a selling climax. If that 
had been the case, then the declining volume associated with the subsequent 
rally could be construed as normal. However, this was clearly not the case 
as volume started to pick up again at D . This was the tip-off that the bear 
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market was still intact. A confirmation developed at E , because volume and 
price once again diverged negatively. 

Finally, an explosion of volume occurred in early April, well above that 
seen previously, thereby hinting at a selling climax. The next rally was asso- 
ciated with a volume decline, which again would have been consistent with 
a climax. However, the chart leaves us in doubt as to what actually happened 
next The requirement for a change in trend signal would be a violation of 
the dashed down trendline and expanding volume. 

Chart 22-2 features Adolf Coors. Note the distinct divergence between the 
two tops and the extraordinary expansion of volume on the downside break- 
out. These negative signs were confirmed by a violation of the dashed trend- 
line, which really marked the lower part of a small broadening formation 
with a flat bottom. This example also demonstrates the deadly power of 
these formations. 

The subsequent January-February rally was associated with a trend of 
declining volume, so it was not surprising that the price went on to make a 
new 2001 low. 

Chart 22-3 indicates a parabolic blowoff for Newmont Mining in 1987. 
Normally, the price fluctuations would be greater as it reaches its peak. 
However, there is no doubt that this situation reflected the flavor of a blowoff 
with the parabolic run-up in both the volume and the price trend. 

Finally, Chart 22-4 shows Air Products with a double bottom formation in 
1987. Note how the volume shrank at the second low registered in Decem- 
ber. Generally speaking, the greater the volume contrast between the two 


Chart 22-3 Newmont Mining, 1986-1987, parabolic blowoff. ( From www.pring.com.) 
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Chart 22-4 Air Products, 1987-1988. (From www.pring.com.) 



lows, the more positive the situation, once the price has confirmed with a 
breakout above the rally separating the two lows. Some doubt would have 
crept into the situation during the decline at A , since volume started to 
expand. However, it then exploded on the outside day (B) when the price 
rallied above the small dotted trendline. Once again volume fell off as the 
price reached the horizontal dashed trendline, but it would have been hard 
to top the huge increase in volume associated with the outside day and the 
sessions following it. This was actually the neckline of a reverse head-and- 
shoulders pattern. The volume decline was therefore associated with the 
initial rally off the head and the formation of that very narrow right shoul- 
der. However, there was no doubt about the validity of the breakout, which 
once again developed on heavy volume. 


Summary 

• It is normal for volume to go with the trend. 

• In a rising market volume usually leads price. 

• When volume contracts as prices rally, it is bearish; when volume expands 
when prices fall, it is also bearish. 

• Climactic volume, both on the upside and downside, usually indicates 
exhaustion and the likelihood that the prevailing trend will reverse. 
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In this chapter we will explore several volume indicators diat can be used 
for any form of security, finishing up this discussion on volume indicators 
used to analyze stock markets. 


Rate of Change of Volume 

Normally, volume is displayed as a histogram underneath the price. A quick 
glance at any chart usually reveals a noticeable increase in the size of the 
volume bars that are associated with breakouts, selling climaxes, and so 
forth. This is all well and good, but occasionally there are subde shifts in 
the level of volume that are not easily detectable by this method. By mas- 
saging the volume data with a rate of change (ROC) calculation it is possi- 
ble to get some new insights into the dynamics of volume interpretation. 

Monitoring Short-Term Trends 

Chart 23-1 shows a 10-day ROC of volume together with a regular volume 
histogram for Northern Trust. A 10-day ROC is being used in this example, 
but of course it is possible to use any time span you wish. The price peak at 
A looks quite normal under the histogram method, but the ROC technique 
indicates a dramatic surge commensurate with an exhaustion move. 

Peaks in the ROC indicator, then, can often signal exhaustion moves in 
volume that are not readily apparent with the histogram. In Chart 23-2, fea- 
sting T. Rowe Price, the initial peak at A is dramatically signaled by the 
ROC, but not in the histogram in the bottom panel. The peak at B is indi- 
cated by an expansion in the histogram levels, but the rise is nowhere near 
that of the volume ROC, which was close to a record for the period covered 
in the chart. At C, the histogram rallies to a record level, but this is not 
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Chart 23-1 Northern Trust, 2000-2001. [From www.pring.com .) 



Chart 23-2 T. Rowe Price, 2000-2001. {From www.pring.com.) 



i Volume Oscillators 411 

i picked up by the ROC. In this instance, the day of the high volume followed 

l the initial peak by 2 days and appears to be an isolated affair, totally unim- 

portant from an analytical point of view. Finally, at D both series flag the sell- 
ing climax at the first bottom, but the comparison is far more dramatic for 
j j- the ROC. 

; The ROC sometimes flags divergences. In Chart 23-3, for instance, the 
two dashed arrows point up the series of declining volume momentum peaks 
and rising price highs. This indicated serious potential weakness, and sure 
enough, the price did experience a decline once it had been confirmed by 
violating its uptrendline at C. 

In Chart 23-4, we see a breakout in volume at A. Since this was also con- 
firmed by the price, a nice rally followed. Rising volume can also be a bear- 
ish factor. Later in Chart 23-4, the volume curve rallies above a small up 
trendline. This indicated a trend of rising volume, but told us nothing about 
the price. A couple of days later we get a vital clue since the price violated 
an up trendline. Whenever, after a rally, prices decline on expanding vol- 
ume, this is a bearish sign. It was not surprising therefore that the sell-off 
continued until the right-hand part of the chart. 

It is fairly evident by now that a simple ROC of volume can be a pretty 
: jagged indicator suitable only for pointing up exhaustion moves and diver- 

gences, and, on a limited basis, for constructing trendlines. Sometimes, it 
makes sense to run a moving average (MA) through a volume ROC because 
•1 it smoothes out the jagged nature of the raw data. 


Chart 23-3 Stanley Works, 1999-2000, and a volume ROC. (From www.pring.com.) 
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Chart 23-4 Stanley Works, 1999, and a volume ROC. (From uaaio.prtng.comj 


Chart 23-5 Snap-on Inc., 1993-1994, and a smoothed volume ROC. (From 

! iflumJ.printj.com,) 



In Chart 23-5, this has been taken one step further by taking a 1 0-day MA 
of a 25-day volume ROC. This series is a lot smoother than the previous 
examples. It is fairly evident from the chart that this calculation lends itself 
more readily to price pattern and trendline analysis. First note that the over- 
bought and oversold lines are not drawn on an equidistant basis. This is 
because this approach treats the ROC as a percentage. Volume can expand, 
even on a smoothed basis, by 200 or 300 percent quite easily yet can only 
fall by a maximum of 100 percent This means that downside action is far 
more limited than upside potential. Later we will look at an alternative form 
of calculating a smoothed ROC of volume. There are two principal events 
on the chart. The First is a head-and-shoulders (H&S) top. The head rep- 
resented a buying crescendo, which indicated a change of trend. Once the 
neckline had been violated, this merely represented a confirmation that the 
volume trend was down. Since the price also violated an up trendline, both 
price and volume were now in gear on the downside and it was reasonable 
to anticipate an extended correction. 

The end of the sell-off was signaled as both series violated important 
downtrend lines. Since they were now in gear on the upside, this provided 
a nice confirmation that the uptrend was healthy In this instance, a down 
trendline for volume actually represents the neckline of a reverse H 8cS pat- 




: 


tern. I did not display the H and S letters because the left shoulder was also 
the right shoulder of the previous upward sloping HScS top and this would 
have complicated things. 

We discovered earlier that the volume ROC indicator, when calculated 
with a percent method, does not indicate oversold volume conditions very 
well. A solution is to calculate the ROC using subtraction as a basis for the 
calculation in place of the division technique. This is represented in the 
lower panel of Chart 23-6. An oversold condition is signaled at A for the sub- 
traction method, but not for the division calculation. The disadvantage of 
the subtraction calculation is that volume momentum cannot be compared 
over long periods of time if the security being monitored experiences a sub- 
stantial increase in average daily volume. For charts covering less than 2 
years, the subtraction technique is probably a better approach, though it's 
•mportant to remember that because the volume level for individual stocks 
and markets can vary tremendously the overbought and oversold lines will 
have to be adjusted accordingly. In Chart 23-6, the horizontal line represents 
an overbought reading in both volume indicators. Since the price had been 
declining, the high level at B was a selling climax. Since the subtraction- 
hased momentum indicator was deeply oversold at A t the next slightly lower 
bottom indicated a classic double bottom characteristic. 
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Chart 23-6 Snap-on Inc., 1994-1995, and two-volume ROC calculations iFmm 
www.pring.com.) ' v ™ 




Monitoring Primary Trends 

Annual (12-month) ROCs are a useful way of measuring primary-trend price 
momentum, but since volume trends are more random in nature, such inde 
cators tend to be quite jagged in nature. Chart 23-7 shows the annual ROC 
price for the Standard & Poor's Composite and NYSE volume. However, in 
order to overcome the jagged nature of the volume data, both series have 
been smoothed with a 6-month MA. When used together, the two series can 
be extremely instructive. 



Volume Oscillators 


Chart 23-7 Price versus volume momentum. (From wu/w. pring.com.} 
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There are several observations that can be made; 

* The volume curve has an almost consistent tendency to peak out ahead 
of price during bo th bull and bear phases, 

* In most instances, fairly reliable indications of a potential trend reversal 
can be obtained when the volume momentum crosses price. 

* When the price index is above its zero reference line and is falling, but 
volume is rising (such as late 1976, 1981, and late 1987) , the expanding 
activity represents distribudon and should be interpreted as a very bear- 
ish factor once the rally has terminated. 

1 A reversal in volume at a market bottom should be confirmed by a rever- 
sal in price momentum as well. 

1 Very high readings in the volume indicator are usually followed by strong 
hull markets. 

* When volume crosses below zero, it is normally, but not always, a nega- 
tive sign. The most bearish situations seem to arise when the price indi- 
cator is well above zero. In 1988, for instance, price momentum was well 
below zero when volume moved into negative territory, but the market 
rallied. On the other hand, in 1973 and 1977 volume crossed below zero 
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just after price momentum had started to roll over from an overboil 
level, and this was followed by a major decline ® 

• During the initial stages of a bull move, volume momentum is aW 
above pnee. (The I98S-1989 rally represents the only exception.) * 

Chart 23-7 also shows that a reversal in one curve unaccompanied bv a 
re\ersa m the other at market bottoms often gives a premature signal. For 
example, volume turned up ahead of price at the end of 1973 and 1977 
Consequently, ;t is wiser to await a signal from both, even though it may 
occur at a slightly higher price level. * 


Volume Oscillator 

The volume oscillator is an alternative method of presenting volume in a 
momentum format. It is calculated by dividing a short-term measure of the 
volume trend by a longer-term one and plotting the result as an oscillator. 
It .a also possible to divide the dose by a measure of trend. In effect, the 
calculation » identical as that for price under the trend deviation section 
m Chapter 11. The only difference is that volume is substituted for price, 

. example is shown m Fig. 23-1. The resulting indicator is an oscillator that 
revolves around a zero reference line. A zero reading in the indicator ocean 
\ eU ot 1 J ^ are at identical levels. Positive readings develop when the 
shorter-term (10-day in the figure) MA is above its longer-term (25-day) 
counterpart, and vice versa. 

An example is shown in Chart 23-8 featuring Humana. Here we can see 

“° 1Ume ° scillator breaks above a small down trendline in March of 
lyyy. Ihis upside breakout merely indicated that the trend of volume 
momentum was up. It said nothing about the course of prices. In this 
instance, t e price violated a horizontal trendline, signaling a bearish com- 
inauon of declining prices and expanding volume. This was then followed 
yy an overbought reading in the oscillator, which indicated a selling climax. 

iat could have proved to be the final bottom. However, the oscillator broke 
above a trendline in July 2000, and the price violated one on the downside, 
indicating an almost exact replay of the 1999 price action. This just goes to 

show that a selling chmax often represents Ike final low, but this is certainly not the 
case every time : 

Chart 23-9 features a 15/45 volume oscillator for Columbia Energy. This 
longer-term relationship offers more deliberate and less jagged price action. 
The most obvious thing to note ts the late 1999 summer reverse H&S in the 
osci ator. Once again an increase in volume was indicated, but this time the 
price broke to the upside. We see another example later in November. It is 




totume Oscillators 


417 


tt 


10 -day MA 


.\ 


Siep I 


£5 - day MA*. 



Slep 2 



figure 23-1 Calculating a volume oscillator. 


when these oscillators are able to trace out price patterns, but when 
toey do, the signals tend to be very reliable. The chart also shows a buying 
dirnax in early November, which was later confirmed by a trend break in 
toe price itself. Finally, a selling climax developed in the following March. 

It is fairly obvious by now that volume oscillators move between bands of 
^tremes, just as price momentum does, but with one important difference, 
^hen a price oscillator is overextended on the upside, it usually indicates 
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Chart 23-8 Humana, 1998-1999, and a volume oscillator, ( Fro 


m www.pring.com .) 
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Chart 23-9 Columbia Energy, 1999-2000, and a volume oscillator. 


( From www.pring.com.) 
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Volume Oscillators 

an overbought market, with the implication that a reversal to the downside 
is due. With a volume oscillator, an unusual rise in activity is also associated 
with an imminent trend reversal, but we only learn of the direction with ref- 
erence to the price. Apart from this important difference, volume oscilla- 
tors should be interpreted in the same way as price oscillators. 

If an exhaustion reversal can be observed in a volume indicator, other 
indicators should then be consulted to make sure that the volume action is 
being confirmed. One possibility is the use of a volume with a price oscil- 
lator. This relationship is not always exact. If volume and price changes are 
not closely related for the security being followed, this approach should not 
be used. 

Chart 23-10 of Compaq compares a price and volume oscillator ot dif- 
ferent time spans. At points B and D we see selling climaxes. Point B is 


Chart 23-10 Compaq, 1999-2001, with a volume versus a price oscillator. ( From 
www.pring.com.) 
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plajor Technical Principle Reversals from overbought readings in 
^olume momentum indicators usually signal exhaustion, either from the 
||iy or sell side. Exhaustion is usually a sign that the prevailing trend 
Pas; reversed. 
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particularly interesting because both the price and the price oscillator vio- 
late down trendlines. Notice how both oscillators almost touch at D. This 
oversold reading in the price oscillator and overbought volume oscillator is 
what I term the double whammy effect, since each oscillator is telling us in its 
own way that a climax is in the air. 

In July 1999 at A, we see a quite different effect The volume oscillator 
becomes extremely oversold, thereby indicating a complete lack of interest 
Then it rallies and crosses above the oversold level, indicating an expansion 
of volume. This could go either way, but the break in the two down trend- 
lines for the moderately oversold price oscillator and the price itself indi- 
cated an upside resolution. 

Finally, at C it’s possible to observe a break in the volume oscillators up 
trendline. This indicated that a declining trend of volume had begun. You 
can also see a small negative divergence between the volume oscillator and 
price. Under such circumstances it would be normal to expect the price to 
consolidate or decline. Of course, the price could also rise, but with declin- 
ing volume the trend would be very suspect As it turned out, the price con- 
firmed with a small trendline break, and the price oscillator reversed to the 
downside from a moderately overbought condition. 

The main rules for interpreting the volume oscillator are summarized here: 

• When the oscillator reaches an extreme and starts to reverse, it is indi- 
cating the potential for a reversal of the prevailing trend. 

• Volume oscillators occasionally lend themselves to trendline and pattern 
construction. 

• Expansion in price, associated with a contraction in the volume oscilla- 
tor, is bearish. 

• An expansion in the oscillator, associated with a contraction in price, is 
bearish, except when volume reaches an extreme, in which case a selling 
climax is usually signaled. 

• The volume oscillator usually leads the price oscillator. 

Remember, this is by no means a perfect indicator; therefore, you should 
first make sure that it bears a resemblance to the price trend being measured, 
and subsequently look for corroborating evidence from other indicators. 


The Demand Index 

The Demand Index was developed by Jim Sibbet as a method of simulating 
upside and downside volume for markets and stocks where such data are 
not generally available. It combines price and volume into one indicator 
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with the objective of leading market turning points. The Demand Index is 
based on the premise that volume leads price. It is included in many chart- 
ing packages. Unlike the volume ROC and volume oscillator, the Demand 
Index always moves in the same direction as the price. High Demand Index 
readings always indicate overbought conditions, and vice versa. I find this 
to be a very useful indicator when applied in the following ways: 

• Divergences between the indicator and the price indicate an underlying 
strength or weakness, depending on whether it is a positive or negative 
one. 

• Overbought and oversold crossovers often generate good buy and sell sig- 
nals in some markets. Since the level of the Demand Index is affected by 
the volatility of the security being monitored, optimum overbought and 
oversold levels will vary, and should be determined on a case-by-case 
approach. However, the + and -25 levels appear to be a good compro- 


mise for most securities. 

• The index sometimes forms price patterns and experiences trendline vio- 
lations. They normally represent a reliable advance warning of an impend- 
ing price trend reversal. 

Chart 23-1 1 shows some interesting features. First, at A, both the price and 
Demand Index break trendlines for a good sell signal. Later on the process 


Chart 23-11 Citrix Systems, 2000-2001, and a Demand Index. ( From 


www.pring.com.) 
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is reversed as the Demand Index completes a base along with the price. The 
subsequent rally can only be described as a whipsaw. Does this mean that 
the Demand Index is no good? No, this is a normal phenomenon in a bear 
market. What looks to be a very valid breakout turns out to be a whipsaw. 
This type of disappointing action can happen with any indicator. The rem- 
edy is to try to identify the direction of the main trend before doing any 
short-term analysis. Point C shows a positive divergence between the 
Demand Index and the price, and D a small double trendline break devel- 
ops. Finally, at E , we see a breakout by the Demand Index from a reverse 
H&S pattern, but it fails. Once again we need to use some common sense, 
because in this case, the breakout came from an overbought condition. As 
we learned in the momentum section, breakouts from such high levels typ- 
ically result in whipsaws. 


Chaikin Money Flow 

The Chaikin Money Flow (CMF) indicator, developed by Marc Chaikin, is 
based on the principle that rising prices should be accompanied by expand- 
ing volume, and vice versa. The formula emphasizes the fact that market 
strength is usually accompanied by prices closing in the upper half of their 
daily range with increasing volume. Likewise, market weakness is usually 
accompanied by prices closing in the lower half of their daily range with 
increasing volume. This indicator can be calculated with any time span; the 
longer the period, the more deliberate the swings. Money flow indicators 
calculated with a short-term time frame, such as 10 periods, are therefore 
much more volatile. 

When prices consistendy close in the upper half of their daily high/low 
range on increased volume for the period under consideration, the indi- 
cator will be positive (above the zero line). Conversely, if prices consistently 
close in the lower half of their daily high/low range on increased volume, 
the indicator will be negative (below the zero line). 

It’s possible to construct overbought and oversold lines, crossovers of 
which are used as buy and sell alerts, but the indicator really comes into its 
own with divergence analysis. In Chart 23-12 of National Semiconductor, we 
can see some good examples in practice. In early 1994, the Chaikin was 
falling sharply as the price ran up to its final peak. At the time of the actual 
high, it was barely above the equilibrium line. This showed that the quality 
of the last few weeks of the rally left a lot to be desired. At the end of 1995, 
the divergence was more blatant since the indicator was barely able to rise 
above the zero line at a time when the price was making a new high. Both 
these examples were followed by long downtrends. 
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Chart 23-12 National Semiconductor, 1993-1997, and CMF. (. From www.pring.com.) 



Positive divergences also work quite well, as we can see from the early 1996 
bottom. See how the price makes a marginal new low, but the oscillator is 
hardly below zero. This compares to the late 1995 bottom, where it was at 
an extremely oversold condition. Of course, this is merely a positive momen- 
tum characteristic; we still need to witness some kind of trend reversal in 


price to confirm this event. 

Divergences are not uncommon in momentum indicators. What sets the 
Chaikin Money Flow indicator apart from the rest is that the divergences 
are usually far more blatant than, say, the relative strength indicator (RSI) 


or ROC. As a result, it can provide clues of probable trend reversals that may 
not be apparent elsewhere. 

One of the ways in which I like to use this indicator is to study trading ranges, 
and then compare the price action to the oscillator to see if it is giving a clue 
as to the direction of the eventual breakout. Chart 23-13 shows American 
Business Products with a 20-week CMF. The price was experiencing a sideways 
fading range in 1987. During the formation of the rectangle, the CMF indi- 
cator violated an up trendline and, later in the September-October period, 
diverged very negatively with the price. This combination indicated vulnera- 
bility, so it was not surprising that the price subsequently experienced a nasty 
decline. Later, the price traced out another trading range, but this time the 
CMF rallied the moment the trading range started, thereby suggesting that 
die sideways pattern would be resolved in a positive way. 
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Chart 23*13 American Business Products, 1986-1 991 , and CMF. (From www.pring.com) 



Volume in the Stock Market 

Upside/Downside Volume 

Measures of upside/ downside volume try to separate the volume in advanc- 
ing and declining stocks* The adoption of this technique makes it possible 
to determine in a subtle way whether distribution or accumulation is tak- 
ing place. The concept sounds impressive, but in practice I find volume 
momentum based on ROC or trend-deviation data to be more reliable. 

The upside/downside volume data are published daily in The Wall Stmt 
Journal and weekly in Barron % and they are provided by many data services 
such as Reuters, CSI, and Dial data. Upside/downside volume is measured 
in two ways. 


The Upside/Downside Volume Line The first is a cumulative indica- 
tor similar in construction to advance/decline lines* It is known as the 
upside/danmside volume line . It is constructed by cumulating the difference 
between the daily plurality of the volume of advancing and declining stocks* 
Since an indicator of this type is always started from an arbitrary point, if ^ 
a good idea to begin with a fairly large number* Otherwise, there is the 
sibility that if the market declines sharply the line will move into negative 
territory. If a starting total of 500 million shares is assumed, the line will 
constructed as shown in Table 23-1. 
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Table 23-1 Calculation for the Upside/Downside Volume Line 


Date 

Volume of 
advancing 
slocks, in 
millions 

Volume of 
declining 
stocks, in 
millions 

Difference 

Upside/ down side 
line 

Jan. 1 

101 

51 

+50 

5050 

2 

120 

60 

+60 

5110 

3 

155 

155 

0 

5110 

4 

150 

100 

+50 

5160 

5 

111 

120 

-9 

5151 


These statistics are not published on a w r cekly or monthly basis, so longer- 
term analysis should be undertaken by recording the value of the line at the 
end of each Friday, or taking an average of Friday readings for a monthly 
plot* The appropriate MA can then be constructed from these weekly and 
monthly observations* It is normal for the upside/downside line to rise dur- 
ing market advances and to fall during declines. 



jor Technical Principle When the upside/downside line fails to 
ifirm a new high (or low) in the price index, it warns of a potential 
id reversal V \ 


Iff 

m 


The basic principles of trend determination discussed in Part I may be 
applied to the upside /down side line* When a market is advancing in an 
irregular fashion, with successively higher rallies interrupted by a series of 
rising troughs, the upside/downside line should be doing the same. Such 
action indicates that the volume of advancing issues is expanding on rallies 
stid contracting during declines. When this trend of the normal price/ vol- 
ume relationship is broken, a warning is given that one of two things is hap- 
pening. Either upside volume is failing to expand sufficiendy, or volume 
during the decline has begun to expand excessively on the downside. Both 
are bearish factors. The upside/downside line is particularly useful when 
prices are rising to new highs and overall volume is expanding. In such 
instances, if the volume of declining stocks is rising in relation to that of 
advancing stocks, it will show up either as a slower rate of advance in the 
u PMde/downside line or as an actual decline* 

The upside/downside line from 1985 to 1987 is shown in Chart 23-14, 
l0 gether with its 200-day MA* For most of this period, the line remained 
«bove its MA despite some fairly large short-term corrections in the SScP 
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Chart 23-14 S&P Composite, 1985^1987, and an upside/downside volume line (From 
w ww.pring.com .) ' v w 



Chart 23-15 S&P Composite, 1998-2001. and an upside/downside volume line. (From 
urtuiu.pring^orm) 
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Composite, but in early October 1987 it fell below the MA, just before the 
crash. An important up trendline was violated simultaneously with the MA, 
which had the effect of emphasizing the bearish signal. 

Also worth noting were the positive divergences that occurred in October 
1986 when the S&P made a new short-term low, which was not confirmed 
by the cumulative upside /downside line. 

Between 1988 and 1997 there were no major divergences since the line 
and die S&P moved more or less in gear. Chart 23-15 shows the same indi- 
cator between 1998 and 2001. Note the negative divergence at the 1998 sum- 
mer peak, and the trendline break that signaled the subsequent rally 
Between 1999 and the summer of 2000 some major negative divergences 
arose between the two series. This period was one of most confusing on 
record* since there were numerous discrepancies. First, one series would 
lead, and then the other, 

Upside/Downside Volume Oscillators Another method of measuring 
jpside/ downside volume is to plot an oscillator of up and down volume and 
overlay them. Possibilities include the volume oscillator, a smoothed RSI* ^ 
to forth. Chart 23-16 features such an exercise using two know sure thini? 
,KSTs) of volume. The idea is that when the KST constructed from up volume 
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Chart 23-16 S&P Composite, 2000-2001. and upside/downside volume oscillators. (From 
umruj T prt ng.com.) 
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crosses the one constructed from down volume, this triggers a volume buy sig- 
nal, and vice versa. The various signals are flagged in the chart by the up and 
down arrows. The dashed arrows indicate whipsaw signals. Unfortunately, there 
is no way of knowing from the indicator itself whether a signal will work or 
not. For this reason, it is important to monitor the price itself for trendline 
breaks, and so on. In this respect, a couple have been drawn on Chart 23-16 

Sometimes it helps to construct a ratio of upside to downside volume and 
study the overbought/oversold levels. In this respect, Chart 23-17 shows a 
ratio of a 10-day to a 45-day volume oscillator for the two series. The volume 
oscillator for the up volume data is calculated by dividing a 10-day by a 25- 
day simple MA of up volume. This is then divided by a similar measure for 
down volume. There is nothing special about these time spans. Shorter-term 
trend reversals would be spotted by using shorter time frames, and vice versa; 

The arrows on the chart indicate when the ratio crosses its overbought 
and oversold zones on its way back to zero. By and large, these signals appear 
to work quite well, but they should always be integrated with trend-reversal 
signals in the price itself to reduce the risk of whipsaw signals. There is no 
reason why trendlines, price patterns, and even MA crossovers could not be 
used as a method of analysis using this ratio. 


Chart 23-17 S&P Composite, 1999-2001, and an upside/downside volume ratio. {From 
www.pring.com.) 
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The Arms Index 

I? This indicator was developed by Richard Arms (www.ArmsInsight.com) 
gnd js constructed from breadth and upside/ downside volume data. It is 
i ' sometimes referred to as the TRIN or MKDS. It is calculated by dividing the 
I! ratio of advancing and declining stocks by the ratio of volume in advancing 
' OV er volume in declining issues as follows: 

f£V i (advances/ declines) 

f/ (advancing volume/declining volume). 

pfe-. i n almost all cases, daily data are used, but there is no reason why a weekly 
or even monthly series could not be constructed. Normally, the Anns Index is 
%S:used in conjunction with NYSE data, but its principles can be applied to any 
market situation, such as the NASDAQ, where upside/downside volume and 
/■;' breadth data are available. There is one important thing to note, and that is 
that movements in the Arms Index move contrary to those of the market. This 
/ means that oversold conditions appear as peaks and overbought as valleys. 
Since this is contrary to virtually all other indicators described in this book, the 


chart examples are presented inversely in order to be consistent with the other indicators. 
/;:/ The concept behind this indicator is to monitor the relative power of the 
volume associated with advancing issues to that of declining ones. Ideally, 
it is important to see a healthy amount of volume moving into rising issues 
relative to that associated with declining stocks. If this is not the case, the 
indicator will diverge negatively with the market average. On the other hand, 
if a substantial amount of volume is moving into declining issues, this indi- 
cates tremendous selling pressure. At some point selling pressure reaches 
an extreme and prices are poised for a reversal. 

This momentum series can be calculated for any period. For example, the 
- . quote services and the number appearing on the CNBC ticker represent an 
instant in time and are based on the volume and number of issues experi- 
encing an up or down tick. Unless you are fortunate enough to be able to 
chart this indicator on a continuous basis through a real-time service, iso- 
lated quotes of this nature are limited to gauging whether the market is 
intraday overbought or oversold. In this respect, 120 or higher is regarded 
% ■: as oversold and 50 or below overbought (remember these numbers are 
inverse to the other momentum indicators). 

The Arms Index can also be used with an MA, where the 10-day (open 
/If TRIN) time span is the most widely followed. It is interpreted in much the 
same way as the 10-day A/D ratio discussed earlier in this chapter. Most of 
•©: the time these two series move in a consistent manner, but from time to time 
H? the Arms Index gives some subtle indications that the prevailing trend is 
about to reverse. Chart 23-18 shows three different versions of the Arms 
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Chart 23-18 S&P Composite, 1998-2001, and three Arms Indexes. (From 
u(u/u?.prtng.com.) 



Index with a 10-, 25-, and 45-day time spans. The radonales for including 
three indicators on one chart were explained in Chapter 10. The arrows 
indicate those points when at least two of these inversely plotted series are 
at an extreme and have begun to reverse since tops tend to be rolling affairs 
where volume leads price. The Arms Index often reaches its extreme ahead 
of the market average, whereas the selling climax conditions often seen at 
bottoms mean that there is usually more of a coincident nature between the 
Arms and the market Generally speaking, when the Khday Arms rises above 
150, this signals a major low. Sometimes this happens right away; at other 
times there is a delay of 10-20 days before the final bottom Is seen. Between 
1968 and 2001 there were no exceptions to this rule. 


On-Balance Volume 

Gn -balance volume (OBV) was discovered by Joe Granville and published 
in his book Granville's New Key to Stock Market Profits. The indicator is pl Qt ‘ 
ted as a continuous, cumulative line. The line is started with an arbitrary 
number, which rises and falls depending on what the price does. The \o~ 
ume for the day is added in when the price rises and is subtracted when 
falls. If intraday charts are being used, volume units would be added an 
subtracted based on the time frame of the bars; for weekly charts, the basis 
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would be the week, and so forth. OBV therefore offers a rough approxi- 
mation for buying and selling pressure and has become a very popular indi- 
cator, It is interpreted by comparing the line to the price, using divergences, 
trendline breaks, price patterns, and MA crossovers to point up underlying 
strength or weakness. 

Chart 23-19 shows how this should happen. The price makes a lower low 
in November, but the OBV, indicating a lack of selling pressure, does not. 
This is a bullish sign and the price rises. Earlier in September, the OBV 
makes a marginal new high, and the price makes a more significant one. 
This indicated that volume was not as strong as price and was a bearish sign. 
You can also see that both examples were then confirmed with trend breaks 
In the price and OBV lines. Note also in late July that the price broke below 
its 200-day MA and OBV did not, another sign that selling pressure was not 
as strong as it appeared on the surface. This example represents a pretty 
perfect analytical picture. Unfortunately, I do not find OBV to normally be 
as accurate as this. Indeed, its warnings are often as misleading as the valid 
signals. Chart 23-20 featuring Alergan, for example, shows a situation at the 
end of 1999 when OBV was pointing to higher prices and they went down; 
in early 2000, weakness in the OBV pointed to Sower prices, but they went 
up! Note that in both charts the joint uendline technique worked, which is 
probably the best way to interpret OBV. 


Chart 23-19 Amerada Hess, 2000-2001, and OBV. (From ummpring.com.) 
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Chart 23-20 Alergan, 1 998-2000 T and OBV. (From tuunu.prfng.com .) 
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Equivolume 

Equivolume is a plotting concept that was developed by Dick 
(www.ArmsInsigbt.com). It is similar to the candlestick volume discussed ii 
Chapter 13. Bars are plotted equally for each period, day, week, and so on. 
With equivolume, the bars are plotted in different widths depending on the 
level of volume for that particular period. The greater the volume, the wider 
the bar. The top and bottom of each bar are the high and low for that par- 
ticular period. This is a very useful approach because it shows graphically 
in one series whether prices are rising or falling on light or heavy volume. 
Because of this technique, dates on the X axis are not equidistant from each 
other as they normally would be, but depend on volume patterns instead. 

Chart 23-21 shows MMM Company. At A, the price breaks out with a cou- 
ple of thick bars, indicating very heavy volume. In effect, this is a classic buy 
signal. At £, the rally is associated with very narrow equivolume bars, which 
tells us that there is a distinct lack of upside volume. Thus, a warning of an 
impending trend reversal is given. 

Chart 23-22 shows an equivolume chart for Johnson and Johnson. Th£ 
decline at A is associated with very thin bars, which indicates a total disin- 
terest in the stock. This is the type of characteristic that is often 
with a short-term bottom. Other indicators are, of course, required to 
firm. Another rally on shrinking volume is signaled at B. C points up 


Chart 23-22 Johnson and Johnson, 2000-2001 , and equivolume, (From iifU3Uj.pnng.com,) 
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feet that volume is expanding on the decline, which is bearish. The trend* 
break in the price then acts as a confirmation. Finally, the extremely 
bar at D indicates the possibility of a selling climax. 
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Chart 23-21 MMM, 2000-2001, and equivolume. (From tuuju3.pnng,com,) 
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Part II: Market Structure 

Summary 

• The ROC of volume often gives signs of subtle changes in the level of vol- 
ume that are not apparent from volume histograms. 

• The ROC of volume can be expressed as a percentage or in a subtraction 
format. 

• Volume ROCs and oscillators can be used with overbought/oversold 
crossovers, trendline analysis, and price patterns. 

• Overbought readings in the volume ROC and the volume oscillator can 
be followed by declining or rising prices, depending on the nature of the 
previous trend. 

•The Demand Index is constructed from volume and price, moves in the 
same direction as a regular price oscillator, and is best used with diver- 
gence and overbought/ oversold analysis, trendline, and price pattern con- 
struction. 

• The CMF is constructed from volume and price data and moves in the 
same direction as a regular price oscillator. It is best used with divergence 
analysis. 

• Upside/ downside volume measures the volume in advancing and declin- 
ing stocks. It can be used as a continuous line or in oscillator format. 

• The Arms Index is constructed from advancing and declining stocks and 
their respective volume. It is usually used as a 10-day MA. Readings in 
excess of 150 signal major bottoms. 

• OBV is constructed as a continuous line and used with divergence analy- 
sis. Joint trendline breaks between the OBV line and the price offer a 
more accurate method of interpretation. 
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Basic Concepts 

Breadth indicators measure the degree to which the vast majority of issues 
are participating in a market move. It therefore monitors the extent of a 
market trend. Generally speaking, the fewer the number of issues moving 
in the direction of the major averages, the greater the probability of an 
imminent reversal in trend. Breadth indicators were originally developed 
to monitor trends in the stock market. Even though most of the comments 
in this chapter refer to U.S. equities, it should be remembered that breadth 
can just as validly be applied to other markets around the world. It can also 
be applied to any sector or market that can be broken down into compo- 
nents. An example might include a basket of commodities being compared 
to a commodity index, a series of currencies to an overall currency index 
(such as the Dollar Index), or a selection of stocks in an industry to an indus- 
try group index. The main thing to keep in mind is that the principles of 
interpretation remain constant. 

The concept of breadth can probably be best explained using a military 
analogy. In Fig. 24-1, lines AA and BB indicate military lines of defense drawn 
during a battle. It might be possible for a few units to cross over from AA 
to BB, but the chances are that the BB line will hold unless an all-out effort 
? is made. In Fig. 24-1 {a ) , the two units represented by the arrows are quickly 
| repulsed. In Fig. 24-1 (b), on the other hand, the assault is successful since 
| many units are taking part, and army B is forced to retreat to a new line of 
■ f defense at 

/ A narrowly advancing stock market can be compared to Fig. 24-1 (a), 
where it looks initially as though the move through the line of defense (in 
gf stock market terms, a resistance level ) is going to be successful, but because 
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Figure 24*1 Trench warfare. 
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the move is accompanied by such little support, the overall price trend is 

SsTuhedThe M d ? miIita17 analOSy ' ™ if thC tW ° UniK had successfully 
^saulted the BB defense, it would not be long before army B would have 

overpowered them for the farther they advanced without broad support, 

Lhe^more vulnerable they would have become to a counter offensive by 

tai^d E* “ “T ,? f thC St ° Ck market ’ f ° r * e lon E er ^ price trend is main- 
advarlce^ 1 f °° W ' Up hy the broad market - the more vulnerable is the 

At market bottoms, breadth is not such a useful concept for determining 
reversals because the majority of stocks usually coincide with or lag behind 

trend K^f ° n tbe few occasions when breadth reverses its down- 

one ^ -^f rageS> 11 U actuaJ1 y a more reliable indicator than the 

one at the top I will begin this discussion with a rationale as to why the broad 
market normally leads the averages at market tops. The word normally is used 
^ ecause, in t e vast majority of cases, the broad list of stocks does peak out 

or *th ^pT rket average such 35 the Dow Jones Industrial Average (DJIA) 
or the S&P Composite. This rule is not invariable, however, and it should 
not be ^umed that the technical structure is necessarily sound just because 


Advance/Decline Line 

The Concept 

M JnT? 51 ^ ddy USCd indicator of n»rtet breadth is an advance/ decline 

/i i- Tv 1 lS constructed by taking a cumulative total of the difference 
(plurality) between the number of New York Stock Exchange (NYSE) issues 
that are advancing over those that are declining in a particular period (usu- 
y a < ay °t a week) .Similar indexes may be constructed for the American 
xc ange (AMEX) or NASDAQ issues. Because the number of issues listed 


on the NYSE has expanded since breadth records were first kept, an A/D 
line constructed from a simple plurality of advancing over declining issues 
gives a greater weighting to more recent years- For the purpose of long-term 
comparisons, it is better to take a ratio of advances versus declines, or a ratio 
of advances and declines divided by the number of unchanged issues, 
rather than limiting the calculation to a simple plurality. 

The late Hamilton Bolton devised one of the most useful measurements 
of breadth* It is calculated from a cumulative running total of the follow- 
ing formula: 

Va/U^d/u 

where A — the number of stocks advancing, D = the number declining, and 
V = the number unchanged. 

Because it is not mathematically possible to calculate the square root of 
a negative number (that is* when the number of declining stocks is greater 
than the number of those advancing), the D and A are reversed in such 
cases, so that the formula becomes the square root of D/U~A/U. The result- 
ing term is then subtracted from the cumulative total, as opposed to the 
term in the earlier formula, which is added. Table 24*1 illustrates this cal- 
culation using weekly data. 

Inclusion of the number of unchanged issues is useful because the more 
dynamic the move in either direction, the greater the tendency for the num- 
ber of unchanged stocks to diminish* Consequently, by giving some weight 
to the number of unchanged stocks in the formula, it is possible to assess a 
slowdown in momentum of the A/D line at an earlier date, since an expand- 
ing number of unchanged issues will have the tendency to restrain extreme 
movements. 

The A/D line normally rises and falls in tandem with the major market 
averages, but it usually peaks well ahead of them* There appear to be three 
basic reasons why this is so: 

1- The market, as a whole, discounts the business cycle and normally 
reaches its bull market peak 6 to 9 months before the economy reaches 
its peak. Since the peak in business activity is itself preceded by a dete- 
rioration of certain leading sectors such as financial, consumer spend- 
ing, and construction, it is logical to expect that the stocks representing 
these sectors will also peak ahead of the general market. 

2- Many of the stocks listed on the NYSE, such as preferred and utility, are 
sensitive to changes in interest rates. Since interest rates usually start to 
rise before the market peaks, it is natural For the interest-sensitive issues 
to move in tandem with rising rates* 
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3. Poorer-quality stocks offer the largest upside potential, but they are also 
representative of smaller, underfinanced, and badly managed companies 
that are more vulnerable to reduced earnings (and even bankruptcy) dur- 
ing a recession. Blue-chip stocks normally have good credit ratings, rea- 
sonable yields, and sound underlying assets; thus, they are typically the 
last stocks to be sold by investors during a bull market. 

The DJIA and other market averages are almost wholly composed of 

larger companies, which are normally in better financial shape. These pop- 
ular averages therefore continue to advance well after the broad market has 

peaked. 

Interpretation of A/D Lines 

The following are some key points for interpreting A/D data: 

1. Some A/D lines appear to have a permanent downward bias. It is there- 
fore important to observe the relationship between an A/D line and an 
index over a very long period to see whether this bias exists. Examples 
include breadth data for the AMEX market, the U.S. OTC market, and 
the Japanese market. 

2. Divergences between a market average and an A/D line at market tops 
are almost always cleared up by a decline in the average. However, it is 
mandatory to await some kind of trend-reversal signal in the average as 
confirmation before concluding that the average will also decline. 

3. It is normal for the A/D line to coincide or lag at market bottoms. Such 
action is of no forecasting value. When the A/D line refuses to confirm 
a new low in the index, the signal is unusual and very positive, but only 
when confirmed by a reversal in the average itself. 

4. Breadth data may diverge negatively from the averages, but an important 
rally is often signaled when a down trendline violation is signaled, along 
with a breakout in the market average itself. 

3. In most cases, daily A/D lines have more of a downward bias than lines 
constructed from weekly data. 

6. A/D lines may be used with MA crossovers, trendline breaks, and price 
pattern analysis. For longer periods the 200-day MA appears to work rea- 
sonably well. 

^ When the A/D line is in a positive trend, for example, above its 200-day 
MA, it indicates that the environment for equities in general is a positive 
one regardless of what the major averages such as the DJIA or SdfP Composite 


440 


441 



Breadth 


Positive divergences develop at market bottoms, where the A/D line 
refuses to confirm a new low in the Dow. The most significant one occurred 
in the 1939-1942 period. The DJIA (shown in Chart 24-2) made a series of 
lower peaks and troughs between 1939 and 1941, while the A/D line 
refused to confirm. Finally, in the middle of 1941 1 the A/D line made a post- 
1932 recovery high unaccompanied by the DJIA. The immediate result of 
this discrepancy was a sharp sell-off into the spring of 1942 by both indica- 
tors, but even then the A/D line held well above its 1938 bottom, unlike 
the DJIA. The final low in April 1942 was followed by one of the best (in 
terms of breadth) bull markets on record. This positive action by the broad 
market is unusual. Typically at market bottoms the A/D line either coin- 
cides with or lags behind the low in the DJIA and has no forecasting sig- 
nificance until a reversal in its downtrend is signaled by a breakout from a 
price partem, a trendline, or an MA crossover. 


A/D Lines Using Daily Data 

Because daily A/D lines have a tendency toward a downward bias, some care 
should be used in comparing recent highs with those achieved 2 to 3 years 
ago. Daily A/D lines come into their own when they fail to confirm new 
highs in the market average that have occurred within an 18-month period. 
An example is shown in Chart 24-3 (a), where the A/D line peaks in April 
1987, but the S&P Composite does not top out until late August, Hie S&P 
did not fall right away, but eventually followed the leadership of the A/D 
line. Quite often, a number of divergences will be set up. Initially, these 
might be well publicized, but since the widely expected decline fails to mate- 
rialize, many technicians give up, stating that the divergence won't work this 
time. Invariably, it does work, though much later than most would antici- 
This was very much the case at the market peak in January 1973, which 
was preceded by a 2-year divergence. 

Because bottoms in the daily line usually coincide with or lag behind bot- 
toms in the average, they are not very useful at this point for the purpose 
of identifying a trend reversal 

A more practical approach is to construct a trendline for both the A/D 
line and the market average. Violation of both lines usually signals that an 
important rally is underway. Some examples are shown in Chart 24-3(6). Two 
resistance lines are violated at the end of 1992. Later, the two dashed up 
trendlines are violated for a joint sell signal Note that in this case, the lines 
are penetrated at approximately the same time that both series cross below 
their respective 20(Way MAs. This action adds to our weight of the evidence 
and increases the odds of a valid breakout. Finally, both series vio- 
down trendlines at the beginning of 1995. 
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may be doing . A positive A/D line is therefore a better bellweather for 
market as a whole than a narrowly based blue-chip index. The 
is true when the A/D line is in a declining trend. 


For this reason, divergences between the A/D line and the major 
averages at primary peaks are more significant than those that occur at inter- 
mediate peaks. For example, Chart 24-1 shows that the weekly A/D 
peaked in March 1971, almost 2 years ahead of the DJIA, a very long period 
by historical standards. The ensuing bear market was the most severe since 
the Depression. On the other hand, the absence of a divergence does not neces- 
sarily mean that a steep bear market cannot take place , as the experience of the 
December 1968 peak indicates. This is also shown in Chart 24-1. 


Chart 24-1 The DJIA and the weekly NYSE A/D Line, 1966-1977. (From www.prln3.com. 
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Chart 243(a) The S&P Compete ve^us the daily NYSE A/D line, 1986-1988. [From 
upuflu, p r i n 3- com,) 

I 



Chart 24-3(b) The S&P Composite versus the daily NYSE A/D line, 1991 1995. (From 
ujujuj.prfng.com.) 
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When considering potential divergences or nonconfirmations, it is always 
important to give these relationships some room. For example, at point 4 
it may have appeared that the A/D line was going to experience a major 
negative divergence, since it had yet to beat its early 1994 high. It would have 
been easy to jump to a bearish conclusion. However, it would not have been 
supported by the facts since the A/D line was well above its 200-day MA at 
this point. Moreover, there was no sign of a trend break in the S&P 
Composite that would confirm the negative divergence, had it even existed. 
As it turned out, both series went on to make significant new highs, thereby 
pointing out the importance of giving the prevailing trend and this rela- 
tionship the benefit of the doubt. 


Breadth Oscillators 
{Internal Strength) 

For historical comparative purposes, the rate-of-change (ROC) method of 
determining momentum is useful in measuring price indexes because it 
reflects moves of similar proportion in an identical way. This method, how- 
ever, is not suitable for gauging the vitality of indicators constructed from 
cumulative data monitoring internal market structure, such as those that 
measure volume or breadth. This is because the calculation of such indi- 
cators is often started from a purely arbitrary number. Consequently, 
increases or decreases in such series are not proportionate in nature. Under 
certain circumstances, this might require an ROC to be calculated between 
a negative and a positive number, which would obviously give a completely 
false impression of the prevailing trend of momentum. The following sec- 
tions provide a brief summary of some oscillators constructed from breadth 
data using a more suitable method of calculation. 


10-Week A/D Oscillator 

Chart 24-4 shows the A/D line and its 10-week oscillator. The oscillator is 
constructed by taking a 10-week MA of the square root of A/U-D/U (the for- 
mula discussed previously). A comparison of the A/D line and the oscilla- 
tor illustrates the principle of divergence, as evidenced by declining peaks 
of momentum and rising peaks in the A/D line itself. These discrepancies 
are shown by the dashed lines just above the two indexes. It is not possible 
to know at the time how high the A/D line will extend, only that the tech- 
nical position (indicated by the declining peaks in the 10-week momentum) 
is deteriorating. The best method of determining when the A/D line has 
made its final advance is to wait for a downside trendline penetration or an 
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MA crossover to confirm the action of the momentum indicator. Normally, 
the A/D line will sell off quite sharply following a combination of such trend 
breaks, but sometimes an extended sideways fluctuation results as the line 
struggles to regain some momentum. The same principle can also be 
applied during bear markets, when signals are triggered as a senes of 
higher troughs in the oscillator and lower lows in the A/D line are con- 
firmed by a break in the negative trend of the A/D line itself. 


10- and 30-Day A/D Oscillators 

These indicators are calculated by taking a 10- or 30-day MA of the A/D or 
the A/D ratio. An alternative calculation can Ire made by dividing the total 
of advancing issues by the total of declin ing issues over a specific time span . 
Their interpretation is exaedy the same as with other momentum indica- 
tors, bearing in mind their relatively short time span. An example of a 10- 
b day breadth momentum series is shown in Chart 24-5. 

Note that in this instance the oscillator is being compared to the A/D line 
itself rather than the S&P or DJIA. Both series experience a set of positive 
divergences between 1999 and March 2000. Then we see some negative 
divergences as the A/D line peaks out later that year. Note how the 10-day 
series is barely able to rally above the equilibrium point, indicating extreme 
weakness at the time of the actual rally high in September (at A). Finally, 


Chart 24-4 The NYSE A/D line and a 10-week breadth oscillator. (From ujuiui, prlng.com.) 
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Chart 24-5 The NYSE A/D line and two breadth oscillators, 1999-2001 (From 
www.pring.com.) ' v ' 



both the 30-day oscillator and the line itself violate up trendlines for a clas- 
sic weight of the evidence sell signal. One final negative divergence devel- 
ops in January 2001. 


The McClellan Oscillator 

The McClellan oscillator is a short-term breadth momentum indicator that 
measures the difference between a 19-day and a 39-day exponential mov- 
ing average (EMA) of advancing minus declining issues. In this respect, it 
is based on the same principle as the moving average convergence diver- 
gence (MACD) indicator discussed in Chapter 11. The generally accepted 
rules are that buy signals are triggered when it falls to the oversold area of 
—70 to - 100, and sell signals when it rises to the +70 to +100 area. My own 
experience suggests that its interpretation should be based on the same prin- 
ciples as those described in Chapter 10, using divergences, trendline analy- 
sis, and so forth. An example is shown in Chart 24-6 for the NASDAQ. The 
arrows show that good buy signals often arise when the oscillator peaks out 
from above the 175 level. 1 This is the McClellan version of the mega over- 
bought described in Chapter 10. It is certainly not infallible, as the 2 000- 

'Note that the scale on the chart plots the oscillator as 1/10 of its real value; hence, 170 
ippears as 17 and so on. 
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Chart 24-6 The NASDAQ Composite, 1996-2001, and the McClellan oscillator. {From 

www.pring.com.) 



2001 bear market testifies. This again is a stark reminder that we should 
never rely soley on one indicator before coming to a conclusion. 

Finally, the oscillator has been described here using two specific time 
frames for the EMAs used in the calculation, since these are the generally 
accepted default values. However, there is nothing to stop the innovative 
technician from experimenting with different combinations. 

The McClellan Summation Index 

The McClellan Summation Index is a derivation of the McClellan oscilla- 
tor. It is calculated as a cumulative total of the daily readings of the oscilla- 
tor itself. The result is plotted as a slow-moving curve that changes direction 
whenever the raw oscillator (described previously) crosses above or below 
its zero line. The slope of the summation curve is determined by the dif- 
ference between the actual reading and the zero line. In other words, an 
overbought reading will cause the summation index to rise sharply, and rice 
versa. Many technicians use these changes in direction as buy and sell sig- 
nals, but this can result in a lot of whipsaws. My own preference is to use an 
MA crossover. This is often less timely, but it filters out a significant num- 
ber of false signals. A suggested time frame for this exercise is a 35-day sim- 
ple MA. An example is featured in Chart 24-7. Even here, we see numerous 
whipsaw signals, indicating that this approach is far from perfect. 
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Chart 24-7 The S&P Composite and the McClellan Summation Index. (From 


wu»u>.pring.coni.| 



Vk»_rtPtt»9»| ^IMU |J l b lojrETawiT 


MMaaaiiafisiDa 


w — ■ . : : ' . ; 

Major Technical Principle A 

should be accompanied by a heal 
ber of net new highs. .. 

__ 


l of 

■■ 

' •-* Vy Ay'jii 




High-Low Figures 

The popular press and many online data providers publish daily and weekly 
igures for stocks reaching new highs and lows. These statistics relate to the 
number of issues making new highs or lows over a 52-week period. There 
are various methods of measuring the high-low figures, but since the raw 
data are very j agged, displaying this data in an MA format is usually better, 
borne technicians prefer to plot an MA of the two series individually; °lh- 
^7 ^ of thc difference between highs and lows. 

hen the major averages trace out a series of higher peaks following a 
long advance, but the net number of new highs forms a series of declining 
peaks, it represents a warning of potential trouble. This is because succes- 
sive peaks in the market average are accompanied by fewer stocks making 
breakouts (new highs) from price patterns. The net number of new highs 
so takes in to consideration stocks registering new lows. In a bear market, 
a new low in die S&P Composite, or other market average, that is not accom- 
panied by a declining number of net new highs is a positive sign. 
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In this case, a declining number of stocks reaching new lows implies fewer 
downside breakouts, that is, a shrinkage in the number of stocks resisting 
the downtrend in the major averages. In Chart 24-8, for instance, the S&P 
falls to approximately the same level in December 1994 as it did earlier in 
the year, yet the number of new lows was far less. This indicated an improv- 
ing technical position that was eventually confirmed when the index rallied 
above the solid trendline. 

The bottom panel in Charts 24-9 and 24-1 0 shows a 10-day MA of the daily 
high/low differential. Note the negative divergence between this series and 
the average between 1989 and 1990 in Chart 24r9. Other evidence of a trend 
reversal came from the fact that it was possible to construct a couple of 
(dashed) trendlines For the ratio and the S&P that were violated in early 
1991. The implied trend of expanding net new highs was signaling that once 
the index itself responded with a breakout, prices were iikely to move higher. 

The cumulative net new high series in the second panel is constructed 
by cumulating the daily difference between the new highs and lows, in a sim- 
ilar fashion to the daily A/D line. For example, if there are 100 new highs 
and 20 new lows, the difference, 80, would be added into the total, and vice 
versa, I have found that using 1 00-day MA crossovers offers reasonably good 
signals of when the overall environment is positive or negative for the gen- 
eral market. Signals of diis nature generated between 1988 and 1998 are 
indicted by the vertical arrows in Chart 24-9. An alternative method of cal- 
culating high-low data is shown at the bottom of Chart 24-1 1, where a 6-week 

Chart 24-8 The S&P Composite. 1993-1996, and 52 -week new NYSE lows. (From 
Ojurw.pri ng.com.) 
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Chart 24-9 The S&P Composite, 1988-1993, and two net new high indicators (From 
www.pring.com .) 


Chart 24-1 1 The S&P Composite, 1986-2001, and a 6-week MA of net new NYSE Highs. 
(From www.pring.com.) 




MA of net weekly new highs has been plotted against the S&P Composite. 
This is a particularly good indicator for identifying major turning points. 
For example, the 1987, 1990, 1994, and 1999 tops were all indicated by a 
negative divergence. Not shown are the 1978 and 1982 bottoms, both of 
which experienced positive divergences with this indicator. 

In this discussion we have limited ourselves to 52-week periods for the new 
high/low calculations. However, there is no reason why such calculations can- 
not be made for any time period. In my experimentation, I have found that 30 
days, 13 weeks, and 26 weeks have all worked reasonably well. The interpreta- 
tion would be the same except that, as with all technical indicators, the shorter 
the time span, the greater the volatility and the less significant the signal. 


Diffusion Indicators 

The Concept 

|| : In technical analysis, a diffusion indicator is a form of oscillator constructed 
from a basket of securities that are often the components of an index. It typ- 
|p ically measures the percentage of the universe that is in a positive trend. An 
T example might be the percentage of the 30 stocks comprising the DJIA that 
are above their 30-day MAs. When all members are in a bullish mode, the 
picture is as positive as it can get. The implication is that the aggregate mea- 
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sure, the DJIA in our example, is vulnerable and therefore likely to peak out 
The reverse set of conditions, in which none of the series is in a positive trend, 
produces the opposite effect; that is, the aggregate index may be reaching 
its low point and may therefore be a buy. This simple interpretation of dif- 
fusion indexes is a good starting point, but in practice it does not always work 
out, as we will see later. Since a diffusion measure is a form of momentum 
indicator, it is subject to the principles outlined in Chapter 10. 


What Is a Positive Trend? 

In technical analysis, a market or stock that forms a series of rising peaks 
and troughs, or is above a trendline, may be classified as being in a positive 
trend. However, the only way trends can be monitored through this inter- 
pretation is on the basis of individual judgment, which would make the con- 
struction of a diffusion index covering many series over many years a very 
laborious process. For this reason, and because of the need for greater objec- 
tivity, a statistical measure that can be easily calculated on a computer is nor- 
mally used. 

The most common measurements calculate the percentage of a series that ^ 
is above a specific MA or that has a rising MA. Another popular alternative 
is to take the percentage of a universe of series that have a positive ROC— 
that is, a reading above 0 or 100. The choice of the time span for the MA or 
ROC is very important. The shorter the span, the more volatile the result- " 

ing oscillator . , , 

In practice, it seems that the MAs and ROCs commonly used in other 
areas of technical analysis offer superior results. These are 10-, 20-, 30-, 

45-, and 50-day for short-term trends; 13-, 26-, and 40 (39)-week for inter- 
mediate-term trends; and 9-, 12-, 18-, and 24-month for longer-term trends. 

The same exercise could also be accomplished with intraday data. One char- -T\ ; 
acteristic of using any raw series is that the resulting indicator is quite jagged 
and usually needs to be smoothed. For example, the group diffusion indi- 
cator series shown in Chart 24-12 is calculated from the percentage of SSc? 
industry groups that are above a 12-month MA. These data in turn have been 
smoothed, and thus the solid line actually represents a 6-month MA of the 
percentage of groups above their respective 12-month MAs. /■ 


How Many Items Should Be Measured? 

A natural tendency is to use as many items as possible to calculate a difiu- 
sion indicator, but this involves the maintenance of a very large databas%g$|| 
My own experience shows that the same objective can be obtained from a ~ * ^ 
relatively small universe of securities. The main thing to bear in mind is th a t 
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ft Chart 24-12 The S&P Composite, 1960-2001, and a group diffusion indicator. (J From 

| w ww.pring.com.) 
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I' the basket of items used in the calculation reflects the diverse nature of the 
gp components of the aggregate index. 

#■¥ -• ' • 

^Interpretation 

When a diffusion indicator moves to an extreme, it reflects an overbought 
or oversold condition. However, such readings do not in themselves con- 
JF sdtute actual buy or sell signals. Obviously, the odds favor a profitable mvest- 
Hl ment made at the time of a zero reading, and vice versa. However, it is usually 
much safer to wait for a reversal in the trend of the diffusion index, or bet- 
ter still for the confirmation of a trend break in the aggregate index being 
-r r monitored. 

Whenever the diffusion index in Chart 24-12 has risen to, or above, t e 
V 12.5 level and then reversed direction, it has usually been associated with a 
| decline of at least intermediate-term proportions. The same is also true, in 
| ,an opposite sense, for the trend reversals that have taken place when the 
index has fallen below zero. 

E In order to avoid premature or whipsaw signals, one solution is to com- 
tssl bine a signal from the diffusion indicator with the aggregate index itself. In 
such instances, an extreme reading in the diffusion index is used as a pointer 
for a reversal in the intermediate or primary trend, which is confirmed when 
|; the index crosses a long-term MA or violates a significant trendline. 
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Breadth 


Divergences also play a part. Note how the 1973 peaks in the oscillator 
were well below the 1966 and 1968 tops, unlike the S&P, which was at a new 
high. Conversely, the 1974 low in the oscillator was higher than that set in 
1970, even though the S&P was lower. 


Seasonal Breadth Momentum 1 

The Seasons Defined 

Every cycle effectively goes through four momentum stages before com- 
plction. This is shown conceptually in Fig. 24-2. The first occurs after down- 
side momentum has reached its maximum. At this point the senes tur™ up, 
but is still below its equilibrium level. The second is signaled w en i c : 
above its zero reference line. The third phase starts when it peaks out from 
above zero. Finally, phase four is triggered when the indicator crosses be o 

the equilibrium point . 

For simplicity’s sake, the respective stages have been labeled P & 
summer, fall, and winter. From both an agricultural and an investmen P° 
of view, the best results occur when planting (investing) is one 1 
spring, and harvesting in late summer or fall, , ui 

In effect, spring represents accumulation, summer the mar up p > 

0,e Lribution phi, and wi„Kr the markdown phaae. In 
which a market can be subdivided into components, it 15 P os * ,ble 
this approach one step further by calculating a diffusion index basedon 
position of the seasonal momentum of its various components, 
pie, industry groups for a stock market average, commodity prices ^ 

modity index, and so on. This seasonal momentum approa ^ 

merits. First, it helps to identify the prevailing stage m the 
whether a high number of components are in an accumulati , ^ 

distribution, or markdown phase. Second, it also helps identify j 
ing and selling opportunities. 

Choice of Time Span 

The choice of time span is critical for all momentum indicators, me 
those used in the seasonal momentum studies. For example, a se g 

on a smoothed 1 3-week ROC will have far less significance in term ^ 
term investment strategy than a series based on a 48-month nme p 


This approach was first brought to my attention by Ian S. Notlcy. N°U<7 Group ' V 
Inc.. Unit 211-Executive Pavilion, 90 Grove Street, Ridgefield, CT 06B77. 
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, A fnr riailv weekly, and monthly data. 1 am sure you 
approach can be used for daily, y d because the principle 

I coSld expand this concept to include * traders to ^ it a 

I . is the same. I have never done so, u . , calculations, even when 

• try. Nevertheless, I have found monthly series, 

greatly smoothed, do not give as ^ for commodities and inter- 

Monthly seasonal momentum also wo included in this 

national markets. The indicators ^mb e r of a basket of ten S&P 

chapter have beer^con^uuct^ Y m mg^ summe r, or fall 

f ; *“■ 

‘ Seasonal (DiHusion) Momentum lot the Stock Matkrf 

Chan show, a» tom season*. “ £SZEZ L » 

of S&P industry groups, between 1963 and 1990Xha^4-I ^ ^ ^ 

data for the 1990-2001 penod. A high rea ^ pro p or don of the groups 
I pie, indicates that the momentum o a sign ans t hat the market is 

I is in phase 1, that is, below zero and rising. This means 
; in a strong position to begin a major advance, 

. ’When I first introduced this concept computers 

^ to do the calculations was limited o p , . . vaCCCSS ible since it can be Formulated an 

a large database. However, it is now mo security function. For details, go to 

plotted in any version of MetaSlock that contains the 

^^pring.cDnv 
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Breadth 


Chart 24-13 The S&P Composite, 1963-1990, and seasonal momentum (From 
www.pring.corn.) v 
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Chart 24-14 The S&P Composite* 
www. pring.com.} 


1990-2001, and seasonal momentum. (From 
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It is important to note that in most cycles there is a chronological 
sequence as the majority of groups move from spring to summer* fall* and 
finally winter* as shown by the arrows. Bear market lows typically occur 
around the time winter momentum peaks. As with all momentum series, 
confirmation should come from the price* which in this case would be the 
S&P Composite. 

The peaking out of spring momentum is often associated with the first 
intermediate-term peak in the bull market* but it is not a bearish sign. It sim- 
ply means that the majority of groups are moving from the spring (accu- 
mulation) to the summer (markup) phase. It is bearish only if a significant 
number of groups are moving from spring back to winter. 

Potential market weakness is signaled when the summer momentum, the 
third series, starts to turn down. This is not an actual sell signal because the 
market often moves sideways or even higher after summer momentum 
peaks. It does, however, indicate that the environment has become much 
more selective as the smoothed momentum for more groups moves to the 
fall (distribution) phase. 

The S&P Composite sometimes declines during the transition from the 
summer to the fall phase, but it is more normal for downside momentum to 
pick up as the cycle moves from fall to winter* that is, the point at which the 
momentum indicators for most groups cross below their zero reference lines. 


Bear Market Bottoms 

Major buying points occur whm winter momentum reaches its peak and starts to turn 
doom. Generally speaking, the higher the peak, the greater the potential for 
. upside activity. This is because a movement out of winter momentum must 
flow into spring. A high and falling level in winter momentum, therefore, 
indicates that a significant number of groups have the potential to move into 
tile spring position, that is* to move to the point from which they have the 
greatest potential to rise. This is shown more dearly in Chart 24-15. 

Normally, the winter momentum series moves up steadily toward a peak 
and then reverses direction. Reversals that come from high readings are usu- 
ally a reliable indication that the downtrend in the overall market has 
reversed. Occasionally, winter momentum temporarily peaks out* but the 
market itself does not bottom* as in late 197S. This is a very unusual state 
of affairs* but it does point out that no system is perfect. Intermixing the 
seasonal momentum analysis with other indicators is very important. In 
197$* for example* bond yields were in a persistent rising trend. This is one 
of the reasons it is often important to make sure that other indicators are 
acting in sympathy before concluding that a trend has reversed. 

New bull markets are sometimes signaled by a reversal in the downtrend 
>n spring momentum, but since the lead times can also be extremely long, 

H 



Waiter momentum (inverted) 


458 


Part Hi Market Structure 


Chart 24-15 The S&P Composite, 1956-2001, and winter momentum fFmm 
www. pring.com.) ' y 
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upward movement in spring momentum by itself is no guarantee that the 
market will rally, 

A confirming signal of a major bottom is often given by a reversal in a trend 
of summer momentum occurring simultaneously with, or very close to, a 
peak in winter velocity* In other words, winter turns down and summer 
reverses to die upside* Generally speaking, the lower the level of summer 
velocity when a reversal occurs, the greater the potential for a market rise* 


Signs of a Market Peak 

Market tops are far more elusive than bottoms, but advance warning is usu- 
ally given by a reversal in the uptrend of spring momentum . Lead times can 
vary, but it is normally safe to assume that as long as summer and spring 
momentum are both rising, higher prices are in store* It is also generally 
true that the market will rise for at least a month or so following a peak in 
spring momentum, usually much longer* 

Market tops normally occur at some point between the peak in summer 
and fall momentum* For example, the stock market peaked in 1983 at the 
time when summer momentum peaked. Even a topping out in the foU 
momentum is not always sufficient to trigger a full-fledged bear market 
Declining fall momentum is usually associated with a distribution, ° r 
topping-out phase, as in 1973 and 1977* Occasionally, group momentum 
swings back to summer, thus averting a major market decline* It is only when 


a large and expanding number of groups fall below their zero reference lines, 
that is, move into winter, that a bear market picks up downside momentum. 


Indian Summer 

During periods such as 1984-1987, which are associated with a strong, per- 
sistent linear uptrend, the normal spring— sum mer-fall-win ter sequence 
does not occur. Instead, a chronology of a different nature, alternating 
between summer and fall, enables the market to regain its internal strength 
without suffering a major decline. In a sense, the market undergoes an 
Indian summer rally. 

As a result, it is not possible to conclude that a peak in summer momen- 
tum will always lead to a market decline* It is more important to watch the 
beginning of the decline in fall momentum to see whether the flow of 
groups moves into winter or back into summer* 


How to Identify Indian Summers 

The best way to determine whether fall momentum will flow back to sum- 
mer or on to winter is to watch both winter and summer momentum. As 
long as the winter quadrant continues to rise, this is a bearish sign, and it 
indicates that an expanding number of groups are declining in price, This 
: V will dearly have a negative impact on the S&P Composite, 

It is important to note that during the Indian Summer phase between 
1985 and early 1987, the winter momentum series never succeeded in deci- 
sively crossing above its MA. 


Short-Term Seasonal Momentum 

Chart 24-16 shows the DJIA together with a spring momentum. This scries 
k constructed from a basket of 20 stocks in the DJIA* The measurement of 
trend in this case is the daily KST. The oscillator has been inverted so that 
its movements correspond to the ups and downs in the DJIA. Buy signals 
are indicated when it first reaches an oversold condition. Signals between 
1996 and 2001 are indicated by the dashed vertical lines* Since the data are 
short term in nature, so are the ensuing rallies. However, there is certainly 
a nice consistency to these trend-reversal signals. 


Conclusion 

concept of progressive seasonal momentum is important to understand, 
tven for those who cannot follow this approach on a regular basis. This is 
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Chart 24-16 DJIA and DJ spring momentum (inverted). 



because it explains how a market goes through its various stages, and the 
kind of conditions required for major bull and bear moves. 


Summary 

• Market breadth measures the degree to which a market index is supports 

by a wide range of its components. n . 

• It is useful from two aspects. First, it indicates whether die environ ^ 
for most items in a universe (normally equities) is positive or nega 
Second, market breadth indicators signal major turning points tn 

positive and negative divergences. hreadth 

• Indicators constructed from breadth data include A/D lines, 

oscillators, diffusion indicators, and net new highs. a 

• Breadth divergences are a fine concept, but should be cornu me 

trend reversal in the market averages themselves. or 

• New highs and lows can be used to indicate the underlying streng ^ 
weakness of the prevailing trend. Indicators constructed ' 

can be used to flag divergences or measure trends by cumulaung v 

rality of the highs and lows. nitiesand 

• Seasonal momentum signals major buying and selling oppor u ^ en( j 
can often be used to identify the maturity of the prevailing primary 
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Why Interest 
Rates Affect the 
Stock Market 


I £££££* the .took market for four basic reasons: 

_ n.hpnrice charged for credit have a major influence on the 

Ion omSvi^ and therefore an indirect influence on corpo 

, charges affect the "£"0^^ 

rates have a direct influence on corporate proto and thetc 
investors are vnlling to P^y for equtnes.^^ between competing 

' "the bond/equity market relatitmship is the most 

<!S 1 number of. tucks are 

■ -* ^"%T£^nd specuiator. ,0 

est rate) influence the desire 7 changes in interest rates itsw- 

X 7 £XZT* important to be able .0 identify primary wend 

reversals in the debt market. 
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The Indirect Effect of 
Interest-Rate Changes 
on Corporate Profits 

Perhaps the most important effect of interest-rate changes on equity prices 
comes from the fact that tight monetary policy associated with rising rates 
adversely affects business conditions, whereas falling rates stimulate the 
economy. 

Given lime, most businesses can adjust to higher rates, but when they 
change quickly and unexpectedly most have to curtail expansion plans, cut 
inventories, and so on. This has a debilitating effect on the economy and 
therefore corporate profits. Higher rates and smaller profits mean lower 
price/earnings multiples and therefore lower stock prices. 

When the authorities become concerned about the economy, they lower 
short-term rates and a reverse effect takes hold. 


The Direct Effect of Interest-Rate 
Changes on Corporate Profits 

Interest rates affect profits in two ways. First, almost all companies borrow 
money to finance capital equipment and inventory, so the cost of money, 
that is, the interest rate they pay, is of great importance. Second, a substantial 
number of sales are in turn financed by borrowing. The level of interest rates 
therefore has a great deal of influence on the ability and willingness of cus- 
tomers to make additional purchases. One of the most outstanding exam- 
ples is the automobile industry, in which both producers and consumers are 
very heavily financed. The capital-intensive utility and transportation indus- 
tries are also large borrowers, as are all the highly leveraged construction 
and housing industries. 


Interest Rates and 
Competing Financial Assets 

Interest-rate changes also have an impact upon the relative appeal of van 
qus investment sectors. The most significant relationship is that of stocks 
bonds. For example, at any point there is a balance between bonds an 
stocks, in the judgment of investors. However, if interest rates rise faster 
dividends can increase, bonds will become more attractive and, at the ma 
gin, money will flow out of slocks into bonds. Stocks will then fall in 
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flaior Technical Principle It is not the level of rates that is impw- 
& but their rate of change because this has the bigger influence 
fits and equity prices. 


attffl the relationship b perceived by investor, to be mo™ teilective of the 

SsSSskss 53^= 

of money, since they are purchased in anticipation of fast proh g 
future yield rather than an immediate dividend return. 




Interest Rates and Margin Debt 

Margin deb, b money ioaned by brokers for which prides art ££> 
a collateral- Normally, this money is nsed for the acqu.s.non of eqmt.es, ™t 
sometimes margin debt is nsed for purchases of ” t 

automobiles. The effect of rising in, ere,, rate, on -1^^" 
is similar, in .hat rising rates increase ihe carrying c»t -Thera vs, the el 
a reluctance on the par. of investor, to take on “ £22 

rise,. When the service charges become ettcesstve. Mg. an ^ 

Ihe debt is paid off. Rising interesl rales have ihe ' ffe ' ® „„ 

supply of stock put up for rale with consequent downward pressu 

prices. 


# | 
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Bond Yields Versus Bond Prices 

ft When a bond is brought to market by a borrower, it is iraumi ata 

« rate (coupon), which » paid over a ptcdelertntned period. At the 
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of this maturity period, the issuer agrees to repay the face amount. Since 
bonds are normally issued in denominations of $1000 (known as par) this 
figure usually represents the amount to be repaid at the end of the loan 
period. Because bond prices are quoted in percentage terms, par ($1000) 
is expressed as 100. Normally, bonds are issued and redeemed at par but 
they are occasionally issued at a discount (at less than 100) or at a premium 

(at a price greater than 100). 

While it is usual for a bond to be issued and redeemed at 100 the price 
can fluctuate quite widely over its life because interest-rate levels are con- 
tinually changing. Assume that a 20-year bond is issued with an 8 percent 
interest rate (coupon) at par (that is, 100) ; if interest rates rise to 9 percent 
the bond paying 8 percent will be difficult to sell because investors have' 
the opportunity to earn a return of 9 percent. The only way in which the 
8 percent bondholder can find a buyer is to reduce the price to a level that 
would compensate a prospective purchaser for the 1 percent differential in 
interest rates. The new owner would then earn 8 percent in interest together 
with some capital appreciation. When spread over the remaining life of the 
bond, this capital appreciation would be equivalent to the 1 percent loss in 
interest. This combination of coupon rate and averaged capital apprecia- 
tion is known as the yield. If interest rates decline, the process is reversed, 
and the 8 percent bond becomes more attractive in relation to prevailing 
rates, so its price rises. The longer the maturity of the bond, the greater will 

be its price fluctuation for any given change in the general level of interest 
rates. 


The Structure of 
the Credit Markets 

The credit markets can be roughly divided into two main areas, known as 
the short end and the long end. The short end, more commonly known as the 
money market, relates to interest rates charged for loans up to 1 year in matu- 
rity. Normally, movements at the short end lead those at the longer end, 
since short rates are more sensitive to trends in business conditions and 
changes in Federal Reserve policy. Money-market instruments are issued by 
the federal, state, and local governments as well as corporations. 

The long end of the market consists of bonds issued for a period of at 
least 10 years. Credit instruments are also issued for periods of between 1 
ind 10 years, and are known as intermediate-term bonds. 

The bond market (that is, the long end) has three main sectors, which 
ire classified as to issuer. These are the U.S. government, tax-exempt issuers 
[state and local governments), and corporate issuers. 
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* The financial status of the tax-exempt and corporate sectors varies from 
S issuer to issuer, and the practice of rating each one for quality of credit has 
if' therefore become widespread. The best possible credit rating is known as 
if. aAA; next in order are AA, A, BAA, BA, BB, and so on. The higher the qual- 
ity, the lower the risk undertaken by investors, and, therefore, the lower the 
v interest rate required to compensate them. Since the credit of the federal 
I government is higher than that of any other issuer, it can sell bonds at a rel- 
atively low interest rate. The tax-exempt sector (bonds issued by state and 
I local governments) is able to issue bonds with the lowest rates of all, in view 
V of the favored tax treatment assigned to the holders of such issues. 

Most of the time, price trends of the various sectors are similar, but at 
I.:-. ma jor cyclical turns, some will lag behind others because of differing 
demand and supply conditions in each sector. 


| Debt Versus Equity Prices 


§' Bond and money market prices typically top out ahead of the equity mar- 
C ket at cyclical peaks. The lead characteristics and degree of deterioration 
C required to adversely affect equities differ from cycle to cycle. There are no 
hard-and-fast rules that relate the size of an equity decline to the time period 
separating the peaks of bond and equity prices. For example, short- and 
long-term prices peaked 18 and 17 months, respectively, ahead of the 1959 
I bull market high in the Dow. This compared with 11 months and 1 month 
for the 1973 bull market peak. While the deterioration in the bond and 
'Mr money markets was sharper and longer in the 1959 period, the Dow, on a 
■ monthly average basis, declined only 13 percent, as compared to 42 percent 
M- m the 1973-1974 bear market. 


A further characteristic of cyclical peaks is that high-quality bonds (such 
as Treasury or AAA corporate bonds) decline in price ahead of poorer- 
quality issues (such as BAA-rated bonds) . This has been true of nearly every 
cyclical turning point since 1919. This lead characteristic of high-quality 
bonds results from two factors. First, in the latter stages of an economic 
expansion, private-sector demand for financing accelerates. Commercial 
banks, the largest institutional holders of government securities, are the 


b Major Technical Principle Virtually every primary stock market 
f • peak in the last 100 years was preceded by, or has coincided with, a 
?! peak in both the long and the short ends of the credit markets. 
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lenders of last resort to private borrowers. As the demand for financing 
accelerates against a less accommodating central bank posture, banks step 
up their sales of these and other high-grade investments and reinvest the 
money in more profitable bank loans. This sets off a ripple effect, down the 
yield curve itself and also to lower-quality issues. At the same time these pres- 
sures are pushing yields on high-quality bonds upward and are also reflect- 
ing buoyant business conditions, which encourage investors to become less 
cautious. Consequently, investors are willing to overlook the relatively con- 
servative yields on high-quality bonds in favor of the more rewarding lower- 
rated debt instruments; thus, for a temporary period, these bonds are 
rising while high-quality bonds are falling. 

At bear market bottoms, these relationships are similar in that good-quality 
bonds lead both debt instruments and poorer-quality equities. The lead char- 
acteristics of the debt markets are not quite so pronounced as at primary 
peaks and, occasionally, bond and stock prices trough out simultaneously. 
The trend of interest rates is, therefore, a useful benchmark for identifying 
stock market bottoms. 

Charts 25-l(a)-(c) show that primary stock market peaks and troughs 
between 1919 and 2001 were almost always preceded by a reversal in the 
trend of short-term interest rates. This is indicated by the solid lines for the 
peaks and dashed ones for the troughs, almost all of which slope to the right 


Chart 25- 1(a) The S&P Composite, 1914-1950, and short-term interest rates. ( From 
www.pring.com.) 
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Chart 25-1 (b) The S&P Composite, 1956-1976, and short-term interest rates. (From 
www.pring. com .) 



f: Chart 25-l(c) The S&P Composite, 1976-2001, and short-term interest rates. (From 
vj iuiuiu.pring.com.) 
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Note that the interest-rate series in the lower panels have been plotted 
inversely so that their movements are consistent with equity prices. 

A declining phase in interest rates is not in itself a sufficient condition to 
justify the purchase of equities* For example, in the 1919-1921 bear mar- 
ket, money market prices reached their lowest point in June 1920, 14 
months ahead of, or 27 percent above, the final stock market bottom in 
August 1921. An even more dramatic example occurred during the 1929- 
1932 debacle s when money-market yields reached their highs in October 
1929. Over the next 3 years, the discount rate was cut in half, but stock prices 
lost 85 percent of their October 1929 value* The reason for such excessively 
long lead times was that these periods were associated with a great deal of 
debt liquidation and many bankruptcies. Even the sharp reduction in inter- 
est rates was not sufficient to encourage consumers and businesses to 
spend, which is the normal cyclical experience. Although foiling interest 
rates alone do not constitute a sufficient basis for an expectation that stock 
prices will reverse their cyclical decline, they are a necessary pan of that 
basis. On the other hand, a continued trend of rising rates has proved to 
be bearish* 

There was one notable exception to the interest-rate leading equity price 
rule and that developed in 1977 when the peak in equities preceded that 
of money-market prices. The 1987 low in equities at point A in Chart 25-1 (c) 
was also out of sequence. 

The principles of trend determination apply to the credit markets as well 
as to die stock marker f n fact, trends in yields and prices are in many ways 
easier to identify, since the bulk of the transactions in credit instruments 
are made on the basis of money flows caused by a need to finance and an 
ability to purchase* Consequently, while emotions are still important from 
the point of view of determining the short-term trends of bond prices, 
money flow is generally responsible for a far smoother cyclical trend than 
is the case with equities. This statement was true for most of the twentieth 
century, but with the advent of futures, bond and money-market participants 
have become more sophisticated in the discounting mechanism. Even so, 
cash or spot yields at the short end are still very much influenced by eco- 
nomic forces. 


Relating Changes in 
Interest Rates to Equity 
Market Turning Points 

We have already established that interest rates lead stock prices at virtually 
every primary turning point. However, the leads, lags, and level of interest 
rates required to affect equity prices differ in each cycle. For example, 1962 
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experienced a sharp market setback with short-term interest rates at 3 per- 
cent On the other hand, stock prices were very strong in the latter part of 
1980, yet rates never fell below 9 percent 
Earlier it was stated that it is not the level of interest rates that affects 
equity prices, but their rate of change (ROC). One method for determin- 
ing when a change in rates is sufficient to influence equities is to overlay a 
smoothed ROC of short-term interest rates with a similar measure for 
equity prices. This is shown in Chart 25-2. Buy and sell signals are triggered 
when the interest-rate momentum crosses above and below that of the 
Standard fc Poor's (S&P) Composite. These signals are indicated by the 
arrows on the chart, dashed for buy and solid for sell. 

We know that the stock market can rally even in the face of rising rates, 
but this relationship tells us when the rise in rates is greater than that ot 
equities, and vice versa. At times, this approach gives some very timely sig- 
nals, as happened at the 1973 market peak. At other times, it is not so help 
ful. For example, it failed to signal the 1978-1980 rally. Even so, it is 
interesting to note that the total return on equities and cash during that 
2-year period was approximately the same. This approach is far from per- 
fect, as is clearly demonstrated by the confusing signals in the 1988-1990 
period; but generally speaking, it is better to be cautious when the interest- 
rate momentum is above that of equities and to take on more risk when the 
reverse set of conditions holds true. 


Chart 25-2 The S&P Composite, 197(^2001, and stock and interest-rate momentum. 
(From ujujuj.pririg.com,) 
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An alternative approach to the interest-rate/equity relationship recoir- 
mzes that rallies in equity prices are normally much stronger when sul 
ported by falling rates, and vice versa. It follows that if a measure of the 
equity market, such as the S&P Composite, is divided by the yield on a 
money-market instrument, such as 3-month commercial paper, the series will 
either lead or fall less rapidly at bear market bottoms and peak out ahead 
or nse at a slower pace at market tops, if interest rates are experiencing their 
usual leading characteristics, 6 

An indicator constructed in this way. called the Money Flow Index, is plot- 
ted underneath the S&P Composite in Chart 25-3. The arrows point out the 
lead characteristics. 

Since die rate of change of money-flow movements is more important 
than the actual level, Chart 25-4 overlays the ROCs of the two series. They 
are both 1 2-month ROCs smoothed with a 6-month MA. Buy signals are gen- 
erated when the money-flow momentum (the thicker line) crosses above 
that of the S&P, and vice versa. A couple of signals are flagged by the two 
dashed and solid arrows* 

Chart 25 o plots the S&P Composite together with an indicator con- 
stmcted by subtracting the ROC of the S&P from the ROC of the Money 
Flow Index, as shown in the previous chart. The zero line represents the 
crossover points that are flagged by the arrows in Chart 25-4. This final for- 
mat is a simple way of presenting this interest-rate/stock market reladon- 

ip. esearch back to the 1950s shows that every buy signal (zero crossover) 









Why Interest Rates Affect the Stock Market 


473 


Chart 25-4 The S&P Composite, 1969-2001, and stock and money flow momentum. 
(From www.pring, com .) 



Chart 25-5 The S&P Composite, 1969-2001. and the money flow indicator, (From 
umna.princj, com.) 
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has been followed by a major stock rally. The only exception was 1989, by t 
in this case the crossover took place when both momentum series (see Chan 
25-4) were in an overbought condition. By the same token, when a crossover 
develops from below the zero reference line, it has normally represented 
an extremely powerful signal that a new bull market was underway. Sell sig- 
nals have also been reasonably timely for the most part. Chart 25-5 reflects 
these buy and sell signals with the dashed and solid vertical arrows. 


Applying Technical Analysis 
to Short-Term Rates 

Short-term rates are much more sensitive to business conditions than long- 
term rates. This is because decisions to change the level of inventories, for 
which a substantial amount of short-term credit is required, are made 
much more quickly than decisions to purchase plants and equipment, 
which form the basis For long-term corporate credit demands. The Federal 
Reserve, in its management of monetary policy, is also better able to influ- 
ence short-term rates than those at the longer end. 

Short-term interest rates, when used with monthly data, generally lend them- 
selves well to trend analysis. There are a number of series we could use, such 
as 13-week T-bills, certificates of deposit, 3-month eurodollars, and the federal 
funds. I usually use the 3-month commercial paper yield because the series has 
a greater history and is not that voladle. In any event, most of these series, with 
the occasional exception of Thills, move closely together over the short run. 
T-bills sometimes temporarily diverge from other money-market rates because 
central banks often hold them as reserves and buy or sell them as part of cur- 
rency intervention programs. Also, in times of crisis the scKalled/Ztgftf to qual- 
ity results in a temporary safe-haven demand for short-term government paper 

Chart 25-6 shows the commercial paper yield together with the Growth 
Indicator This series is constructed from four economic indicators: the 
Conference Board Leading Indicators and Help Wanted series, the CRB 
Spot Raw Industrial Material Index (www.crbtrader.com/crbindex/ 
1450.txt), and the Commerce Department Capacity Utilization Index. AH 
four are expressed as a 9-month ROC, and then combined and smoothed 
with a 6-month MA. This represents an example of how technical analysis 
can be applied to economic data. Positive zero crossovers indicate when the 
economy, as reflected by these indicators, is sufficiently strong to be com 
sistent with rising short-term rates, and vice versa. The dashed vertical lines 
indicate sell signals for rates (buy signals for prices), and vice versa. The 
Growth Indicator is not perfect and has occasionally experienced some 
whipsaws, but does offer an independent variable (from the price itself) 
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Chart 25-6 The 3-month commercial paper yield, 1978-200 1, and the Growth Indicator. 
(From u;u?iv.pnng.com.) 









when considering potential trend reversals in rates. The yield itself has been 
plotted with a 12-month MA, crossovers of which have generally offered reli- 
able signals of primary trend reversals. 

Chart 25-7 shows the commercial paper yield with an 18-month EMA and 
a long-term KST. The KST MA crossovers are flagged with the arrows. By 
and large, a KST MA crossover, when confirmed with an 18-month EMA 
crossover, has been reasonably reliable. If the growth indicator is included 
in the approach, the results are even more impressive. 


The Importance of Changes 
in the Discount Rate 

Movements in the discount rate reflect changes in monetary policy, and are 
therefore of key importance to the trend of both short-term interest rates 
and equity prices. 

Such action also has a strong psychological influence on both the debt 
and equity markets. This is because the Fed does not reverse policy on a day- 
to-day or even week-to-week basis, so a reversal in the trend of the discount 
rate implies that the trend in market interest rates is unlikely to be reversed 
for at least several months, and usually much longer. A corporation does 
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Chart 25-7 The 3-month commercial paper yield, 1980-2001, and a Long-Term K ST 
( From www, pring.com.) 




not like to cut dividends once they have been raised. In a similar vein, the 
central bank wishes to create a feeling of continuity and consistency. A 
change in the discount rate is therefore helpful in confirming trends in 
other rates, which, when taken by themselves, can sometimes give mislead- 
ing signals because of temporary technical or psychological factors. 


Effect on Short-Term Rates 

Market rates usually lead the discount rate at cyclical turning points. Even 
so, a discount rate cut after a series of hikes acts as confirmation that a new 
trend of lower rates is underway. The same is true at cyclical or primary- trend 
bottoms. It is often a good idea to monitor the relationship between the dis- 
count rate and its 12-month MA (see Chart 25-8) because crossovers almost 
always signal a reversal in the prevailing trend at a relatively early stage. 
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Chart 25-8 The 3-month commercial paper yield, 1969-2001 . and the discount rate. (From 

UjaiLU.pring.com.) 



Effect on the Stock Market 

Since the incorporation of the Federal Reserve System, every major bull mar- 
ket peak in equities has been preceded by a rise in the discount rate, with 
the exception of the Depression in 1937, the war year of 1939, and more 
recently 1976, The leads have varied. In 1973, the discount rate was raised 
on January 12, 3 days before the bull market high, whereas the 1956 peak 
was preceded by no fewer than five consecutive hikes. 

There is a well-known rule on Wall Street: Three steps and stumbld It was 
developed by the late Edson Gould and implies that after three consecutive 
rate hikes the equity market is likely to stumble, that is, enter a bear mar- 
ket. The three-steps rule is therefore recognition that a significant rise in 
interest rates and tightening in monetary policy have already taken place. 
Table 25-1 shows die dates when die discount rate was raised for the third 
time, together with the duration and magnitude of the subsequent decline 
in equity prices following the third hike. 

Guts in the rate are equally as important. Generally speaking, as long as 
the declining trend of discount rate cuts continues, it is usually safe to 
assume that the primary bull market in stocks is intact. Even after the last 
cut, the market usually possesses enough momentum to extend its advance 
for a while. Quite often the last intermediate reaction in the bull market 
will get under way at the time of or just before the first hike. 
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1919-2001 DiSCOUnt Rate Highs and Subsequent Stock Market Lows, 


Date of 
discount rate 
3rd hike 

November 

May 

August 

September 

March 

December 

April 

May 

January 

December 

February 

November 

November 

*Until March 2001. 


Months between 
3rd hike and 
market low 


Magnitude of 
loss, % 

29.86 

77.45 

0 

9.04 
4.31 
15.92 
20.99 
36.47 
1.58 
18.06 
Gain of 4.7 
0 

16 * 


Most of the time the cyclical course of discount rate cuts resembles a series 
of declining steps, but occasionally it is interrupted by a temporary hike 
before the downtrend continues. The discount rate low is defined as a low 
that occurs after a series of declining steps has taken place, and that either 
remains unchanged at this low level for at least 15 months or is followed by 
° or more hikes m 2 different months. In other words, if the series of cuts 
terrupte y one hike, the trend is still classified as downward unless 
the rise occurs after a period of 15 months has elapsed. Only when two hikes 
U1 , t C y ate , ave taken place in a period of less than 15 months is a low con- 
sidered to have been established. Since the data are available for almost 100 
years, they cover both inflationary and deflationary periods and are there- 
fore reflective of a number of different economic environments. 

lable 25-2 shows that there have been 15 discount rate lows since 1924. 
n each occasion, except 1987, the market moved significantly higher from 
L^ Qm l'. , j he was cut - 7116 average increase from the date of the cut was 
7c, while the average period between the final cut and the ultimate high 
was 31 months. 

A discount rate cut is only one indicator, and while it is invariably bull- 
• S ’u ovcnld tet ^ n ’ ca ' position is also important. For example, the low 
m the discount rate usually occurs just after the market has started a bull 
phase^ If the market is long-term overbought, the odds that the ensuing rally 
w l obtain the magnitude and the duration of the average are slim. It should 
also be noted that while each discount rate low has ultimately been followed 


Table 25-2 Discount Rate Lows and Subsequent Stock Market Peaks, 1924-2000 
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by a bull market high, this by no means excludes the risk of a major inter- 
mediate correction along the way. Such setbacks occurred in 1934 and 1962 
and during 1977-1978 and 1998. In the 1977-1978 period, the market as 
measured by the NYSE A/D line did not correct, but moved irregularly 
higher. Chart 25-9 shows the relationship between the discount rate and the 
stock market for the second half of the twentieth century. 

While cuts in the discount rate usually precede market bottoms, this rela- 
tionship is far less precise than that observed at market tops. For example, 
the rate was lowered no fewer than seven times during the 1929-1932 deba- 
cle, whereas it was not changed at all during the 1946-1949 bear market. 


Applying Technical 
Analysis at the Long End 

It is often a useful exercise in technical analysis to use one market to fore- 
cast another. This is known as an intermarket relationship. Chart 25-10 com- 
pares long-term gold momentum to U.S. government bond yields (the 
dashed line) . The concept relies on the assumption that gold prices discount 
(industrial commodity) inflation and that bond yields respond to this by ris- 
ing. Gold momentum as expressed here is a 3-month MA divided by a 24- 
month MA. The idea is that when this series rallies above zero, it indicates 

Chart 25-9 The S&P Composite, 1950-2001, and the discount rate. {From 
www.pring.com.) 





that the gold market is expecting inflation, which means that the clock has 
begun to tick for the bear market in yields (bull market in prices) . The indi- 
I cator has a reasonably good track record, but really needs to await confir- 
: mation from the bond yield series itself by a trend break, 12-month MA 

crossover, and so on. The solid line is the same momentum, advanced by 
5 months. The vertical lines show that the zero crossovers have a better tim- 
- ing record. Also, because the dashed line moves ahead, crossovers of the 
Sg advanced indicator are known ahead of time. 

f/ Bond yield series tend to be very cyclical. We can take advantage of this 
situation by comparing a yield series such as Moody’s AAA corporate bonds 
to an ROC indicator. An example is shown in Chart 25-1 1 , where the arrows 
show that overbought/ oversold crossovers of the 12-month ROC have con- 
y sistendy flashed excellent buy and sell signals for the yield. They cannot be 
used as an actual system because offsetting signals may not be given. For 
example, during the 1940-1981 secular or very long term uptrend, no buy 
signals were given between the 1950s and 1981. This contrasts to the secu- 
lar downtrend, where several were triggered. This represents a classic exam- 
ple of how oscillators tend to move and stay at overbought levels during a 
bull market and reverse the process during bear markets. In this case, the 
bull market was the secular trend and the overbought readings represented 
primary- trend peaks. 
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Chart 25-12 expresses a similar idea, except that this time the oscillator 
is a short-term one, an 8-day MA of a 9-day RSI. The arrows above the yield 
show the primary trend environment. You can see quite clearly that over^ 
bought conditions are far more common in the bull phase, and oversold 
during the bear trends. Note also that the 200-day MA can serve as an addi- 
tional arbitrator of the direction of the primary trend. At the tail end of the 
chart, the oscillator reaches an overbought condition and the yield crosses 
above its MA, suggesting the probability that a new bull market is underway. 

Finally, Chart 25-13 compares a perpetual contract of the U.S. Treasury 
bond futures against two ROC indicators. Between the opening of the year 
2000 and the end of the chart, the primary trend was bullish. The four 
arrows attached to the 10-day ROC indicate oversold or close to oversold 
conditions. Each was followed by a worthwhile rally. The ellipse in the very 
right-hand part of the chart indicates a failure to respond to an oversold 
condition and offers the first hint that a new bear market had begun. Several 
joint trendline breaks in the price and momentum are also indicated. The 
adoption of this combination is quite useful because the 10- and 45-day 
spans are separated by a considerable distance. In this way, characteristics 
not shown by the 1 0-day series may show up in the 45-day one, and rice versa. 
Of course, it’s even better when all three are indicating a trend reversal, as 
was the case in April 2000. 


Chart 25-11 Moody’s AAA bond yield, 1950-2001, and a 12-month ROC. (From 
Luww.pring.com.) 
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Summary 

• Interest rates influence stock prices because they affect corporate prof- 
itability, alter valuation relationships, and influence margin transactions. 

• Interest rates have led stock prices at major turning points in virtually 
every recorded business cycle. 

• It is die ROC of interest rates, rather than their actual level, that affects 
equity prices. 

• Short-term interest rates generally have a greater influence on stock prices 
than long-term rates. 

• Changes in the discount rate offer strong confirmation that a primary- 
trend change in money-market prices has taken place. 

• Reversals in the trend of the discount rate offer early-bird warnings of a 
change in the primary trend of stock prices. 

• Intermarket relationships can be used to forecast or identify primary-trend 
reversals in bond prices and yields. 


26 

Sentiment 

Indicators 

/ find more and more that it is well to be on the right side of the 
minority since it is always the more intelligent. 

Goethe 


p Some Basic Thoughts 

During primary bull and bear markets, the psychology of all investors 
|§ f; moves from pessimism and fear to hope, overconfidence, and greed. For 
the mzyority, the feeling of confidence is built up over a period of rising 
|fe; prices, so that optimism reaches its peak around the same point that the 
market is also reaching its high. Conversely, the majority are most pessimistic 
at market bottoms, at precisely the point when they should be buying. These 
observations are as valid for intermediate-term peaks and troughs as they 
& are for primary ones. The difference is normally of degree. At an interme- 
diate-term low, for example, significant problems are perceived, but at a pri- 
J mary market low, they often seem insurmountable. In some respects the 
worse the problem, the more significant the bottom. 

The better-informed market participants, such as insiders and stock 
§; exchange members, tend to act in a manner contrary to that of the major- 
p ity by selling at market tops and buying at market bottoms. Both groups go 
§v through a complete cycle of emotions, but in completely opposite phases, 
fc This is not to suggest that members of the public are always wrong at major 


g|K. market turns and that professionals are always correct; rather, the implica- 
^ tion is that, in aggregate, the opinions of these groups are usually in direct 
If V conflict. 
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Historical data are available on many market participants, making it pos- 
sible to derive parameters that indicate when a particular group has moved 
to an extreme historically associated with a major market turning point 
Unfortunately, several indexes that worked well prior to the 1980s have 
been partially distorted because of the advent of listed options trading in 
1973 and the introducdon of stock index futures in 1982. This is because 
the purchase and sale of options and index futures substitute for short sell- 
ing and other speculative activity that had been used as a basis for the con- 
struction of sentiment indicators. For this reason, it is best to monitor several 
sentiment indicators simultaneously when attempting to assess the mood of 
market participants. 


Momentum as a Substitute 
for Sentiment 

Individual stocks and many markets do not have published sentiment data 
from which indicators can be derived. In such instances it is possible to sub- 
stitute oscillators since there is a close correlation between overbought con- 
ditions and those of excessive bullishness, and vice versa* 

In this respect, Chart 26-1 shows two series. Each week Investors Intelligent 
classifies a huge number of market letters into bullish, bearish, and cor- 
rection camps. The weekly percentage data of bearish market letter writers 
is featured in the upper panel. The actual plot is the weekly number divided 
by a 13-week moving average (MA), in effect, a simple trend deviation indi- 
cator* This indicator has also been plotted inversely so that its movements 
correspond to those of stock prices* The lower panel contains a similar oscil- 
lator constructed from the Friday closing price of the S&P Composite. The 
arrows connect the peaks and troughs of both series* It is fairly evident that 
there is an extremely close correlation. The principal differences relate to 
degree. For example, there were very few bears at the beginning of 1993 at 
A 7 yet the $&P oscillator never came close to an oversold reading. Then, m 
late 1995, at B, the S&P was dose to an overbought condition, but the bears 
index was not. 
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Chart 26-1 Sentiment versus S&P momentum, 1992- 1997. (From Inues tor's InteJ/fgence.) 
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We can also see a similar relationship in the bond market Chart 26-2, for 
instance, compares a 1 0-week MA of bullish traders as published by Market 
Vane against a 10-week MA of a 14-week relative strength indicator (RSI), 
The waves were constructed by approximating the rallies and reactions for 
the Market Vane bulls, and then copied and overlaid on the smoothed RSI. 
It is fairly evident that there is an almost perfect fit. 

In Chapter 10 it was pointed out that pro trend short-term momentum 
extremes often Fail to signal significant contra trend moves; for example, 
oversold conditions in bear markets often fail to signal rallies. The same is 
true of sentiment indicators. For example, if there is a dearth of bulls after 
the price has declined in a bear market, the effect is nowhere near as pow- 
erful as the generation of a similar number would be in a bull market It 
goes back to the rule that oversold readings in bull markets are far more 
powerful than oversold readings in bear markets, and vice versa. 

The fact that sentiment and momentum indicators are closely related 
should come as no surprise, because rising prices attract more bulls and 
falling ones more bears. I am not suggesting that every sentiment indicator 
and oscillator have this dose relationship. However, it does mean that if sen- 
timent indicators are not available, momentum series can become useful substitutes. 

The following sections will examine some of the more popular sentiment 
indicators. 




A Few Words on Short Selling 

Normal stock transactions involve a purchase in anticipation of higher prices 
in the future. In short selling the process is reversed. Stock is borrowed from 
a broker and sold in anticipation of lower prices. The position is closed out 
when the stock is bought and the borrowed stock returned to the broker. 
Whereas stock purchases are usually made on a buy-hold basis, the very 
nature of short selling implies a speculative bent in the person who is 
involved in such transactions. This means that short sellers make excellent 
candidates for indicators that monitor market sentiment. 


Specialist/Public Ratio 

Specialists are individuals and firms on the New York Stock Exchange who 
are charged with the responsibility of making markets in individual stocks 
in both quiet and volatile environments. They are therefore the trading 
experts on these equities. Chart 26-3 shows the ratio of short selling between 
specialists (smart money) and the public (not so smart money) on the NYSE. 
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When the specialists are short selling at a high level relative to the public, 
this is bullish, and vice versa. 

The ratio can be interpreted in a number of ways. Generally speaking, it 
seems to work better in signaling an advance. One might think that an 
extreme reading below 32 percent is bullish, but this is not usually the case. 
In some instances, such as late 1983, this type of signal was totally mislead- 
ing because it occurred just as the market began a major decline. An alter- 
native method is to construct brackets based on a deviation calculation and 
use crossovers in the bracket on the way back toward equilibrium as a buy 
signal. As the chart indicates, these envelopes are dynamic in nature and 
take into consideration changes in this relationship over time. Sell signals 
are not so reliable. Indeed, the ratio reached an extreme bearish level right 
after the 1987 crash, when logic would have indicated that it should have 
been at a bullish record extreme. Generally speaking, it would appear that 
a reading in excess of 52 percent tends to put a bit of a cap on prices. 


Short-Interest Ratio 

The short interest is a figure published around the end of the month that 
reports the number of shares that have been sold short on the NYSE. Similar 
data are also published by the other exchanges. The short interest is a flow- 
of-funds statistic, since every share sold short has to be repurchased (cov- 
ered) , but it is also a measure of sentiment. This is because a large number 
of shares sold short indicates a predominantly bearish attitude, and vice 
versa. Over the years, technicians have discovered that the ratio of the short 
interest to the average daily volume of the preceding month offers more reliable sig- 
nals than the short interest taken by itself Traditionally, the ratio has been con- 
sidered bullish at a reading of 1.8 or higher. A short-interest ratio of less than 
1 has normally reflected a very bullish consensus and from a contrary aspect 
is considered bearish. Also, if there are few shares being sold short, there 
is less potential demand since there are less shares to be covered. 

Unfortunately, this indicator has shown a tremendous bullish bias since 
1982, with consistent readings well in excess of 2.0. As a result, it failed to 
signal either the 1983-1984 bear market or the 1987 crash. This distortion 
has probably developed because of the widespread use of options and 
futures, which has increased the volume of short selling for hedging pur- 
poses and which has nothing to do with bullish or bearish sentiment. 
Consequently, the indicator is therefore unlikely to revert to its previously 
useful role. The upper panel of Chart 26-4 shows the ratio calculated with 
an average 12-month daily volume instead of with an average of monthly 


Chart 26-4 S&P Composite , 1945-2001, and two short-interest ratios. (From Ned Davis Research.) 
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volume. Recent distortions are self-evident The lower panel shows a better 
timing mechanism and is based on an annualized short-interest ratio minus 
a 16-month smoothing. 



-v 




Insider Trading 

Stockholders who hold in excess of 5 percent of the total voting stock of a 
company and corporate officers or other employees who have access to 
important corporate information are required to file with the Securities and 
Exchange Commission (SEC) any purchases or sales within ID days. As a 
group, these “insiders" are generally correct in their decisions, having a ten- 
dency to sell proportionately more stock as the market rises, and vice versa, 
A 5-week MA of the weekly insider sell/buy ratio is shown at the bottom of 
Chart 25-5. The chart shows that as prices work their way higher, insiders 
accelerate their sales as a percentage of purchases. Market peaks are signaled 
when the ratio rises for a period of a few months or more and then reverses 
trend. In this respect, a rise above the 70 percent level and a subsequent 
reversal in the direction of the index are often enough to signal a decline. 
However, insiders can be uncomfortably early and the dashed lines on the 
chart show that quite often it is necessary for them to experience a couple 
of negative divergences before the market reacts to the downside. Because 
of this, the indicator should be used as a background factor rather than a 
precise timing device. 

At major lows, a decline below the 60 level usually indicates that the mar- 
ket has found a floor and is relatively immune to further price erosion. 
However, reversals that take place from below the 40 percent level appear 
to offer the best warning of an impe nding advance. 


- .r . 
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Advisory Services 

Since 1963, Investors 1 Intelligence has been compiling data on the opinions 
of publishers of market letters. It might be expected that this group would 
be well informed and would offer advice of a contrary nature by recoin* 
mending acquisition of equities at market bottoms and offering selling 
advice at market tops. The evidence suggests that the advisory services m 
aggregate act in a manner completely consistent with that of the majority 
and therefore represent a good contrary indicator. 
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Chart 2&6 show the percentage of bullish market letter writers in relation 
m the total of all those expressing an opinion. The resulting index shows 
that the advisory services follow the trend of equity pnces by becoming most 
bullish near market tops and predominately pessimistic around market bot- 
toms. Investors would dearly find it mow profitable, then, to take a position con- 
trary to that of the advisory service industry. 

This index also gives a good indication of how market psychology can 
swine from outright pessimism to extreme overconfidence. In early 19b8, 
for example, virtually all services were putting out bearish forecasts right at 
a major low. Then, as prices began to rise, their prognosucauons became 
more optimistic and turned to outright bullishness at the peak. This indi- 
cator would have been very useful during the 1973-1974 bear market. The 
averages experienced two substantial declines in 1973, but at no time did 
the index reach a 30 percent extreme level that would have been consistent 

with a market bottom. , , , it . 

Whenever the Advisory Services Sentiment Indicator has moved below the 
lower dashed line and then risen above it, important buy signals have usu- 
ally resulted. At market tops, a decline below the upper line appears to oiler 
a fairly consistent warning of impending trouble. 

Chart 26-7 shows just the percentage of hears. Note that this has been plot- 
ted inversely to correspond with stock price movements. The principles ot 
divergence can also be applied to the interpretation of this indicator, for 


Chart 26-7 The S&P Composite, 1976-2001, and bearish newsletter writers. (From 
Iwestars fnteNfgente.) 
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example, the market low of 1982 and high of 1987 were both preceded by 
a divergence* 

Chart 27-6 shows many examples in which it is possible to construct a 
trendline for the indicator When the line is violated, a trend^reversal sig- 
nal is given. The dashed vertical lines indicate sells, and the solid lines buy 
signals. Generally speaking, the buy signals tend to develop fairly closely to 
the lows, whereas the sell signals are less responsive in nature. 


Market Vane and Bond 
Market Sentiment 

Sentiment indicators are also published for the futures market* The most 
widely followed are data issued by Market Vane, which polls a sample of mar- 
ket participants on a regular basis* The results are published as the per- 
centage of participants that are bullish* The theory is that when a significant 
number of traders are bullish on a particular market, they are already posi- 
tioned on the long side and there is very little potential buying power left. 
The implication is that the price has only one way to go, and that is down* 
In a similar manner, if most participants are bearish, selling pressure has 
reached an extreme, and therefore prices will reverse to the upside. 

One problem with these statistics is that they are based on the opinion 
of short-term traders, which makes them somewhat erratic and which there- 
fore only has implications for near-term price movements* One way of sur- 
mounting this drawback is to calculate an MA of the raw data, thereby 
smoothing out the week-to-week fluctuations. 

A 4-week MA of the Market Vane data and a long-term Treasury-bon 
(T-bond) index are plotted in Chart 26-8. The two dashed lines, at 70 per 
cent and 30 percent, represent overbought and oversold levels, respective : y 

Important sell signals often occur when the indicator crosses above 
70 percent level and then recrosses it on its way toward 50* Readings 
have fallen below 30 percent and then risen above it (the lower dashed h nc ' 
have often generated timely buy signals. The main drawback in interp 
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Chart 26-8 Government bond yields, 1980-2001, and bond sentiment and momentum. 
(From iuivuJ.pring.corn/Market Vane.) 



mg these data is that premature buy and sell signals often result when a per- 
sistent trend is underway. For example, in January 1986 a sell signal was trig- 
gered as it fell below the 70 percent level, but bond prices rallied sharply 
higher in what turned out to be the most explosive advance of the whole 
1984^1986 period. Moreover, a buy signal was given in the spring of 1987* 
The bond price did experience a small rally, but this was soon followed by 
a very sharp decline* Other premature sell and buy signals were also given 
in late 1982 and early 1984* These flaws demonstrate the necessity of using 
this indicator in conjunction with others in order to obtain a more balanced 
picture* 

The bullish consensus numbers appear lo offer very timely signals when 
the indicator moves to an extreme during a contra trend move. For exam- 
ple, when the indicator reached a bullish extreme during a bear market in 
early 1984, the rally attracted a large number of bulls, pushing the index 
above the 70 percent level, but prices collapsed when it recrossed this level* 
By the same token, when the indicator moves to a bearish extreme in a bull 
market, a major buying opportunity is usually signaled. A classic example 
occurred in the spring of 1987, when the hulls moved to an extreme below 
he 30 percent level and then rallied above it. Some understanding of the 
prevailing nature of the main trend is therefore an important prerequisite 
hr identifying such turning points. 
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Combining Sentiment 
and Momentum 

One useful approach for identifying early reversals in trend is to combine 
sentiment and momentum into one series. Chart 26-9 shows an indicator 
that combines the smoothed bullish consensus numbers, described previ- 
ously, with an 8-week MA, of a 13-week rate of change (ROC) of the Lehman 
Bond Index. 

Buy and sell alerts occur when the bullish momentum index crosses 
through the overeold and overbought zones and then recrosses the zones 
on its way back to zero. With the exception of early 1986, every sell signal 
during the period covered by the chart was followed by a fairly lengthy cor- 
rection, which took the form of a major sell-off or a long period of consol- 
idation. 

Sometimes important clues of a potential trend reversal occur as the bond 
bulls move to an extreme but are not confirmed by a similar move in 
momentum. Such action represents an exception to the rule that bulls are 
attracted only by sharply rising prices and bears only by sharply falling prices. 

For example, Chart 26-8 shows that in mid-1982 the sentiment indicator 
moved to a bearish extreme, but momentum hardly declined at all. In 1986 
the reverse set of conditions occurred: the sentiment indicator moved to a 
bullish extreme with virtually no upside price momentum. Such contradic- 

Chart 26-9 Lehman Bond Index, 1984-1989, and bond sentiment, {From 
www.pring.com/Murket l^ne.) 
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lions do not occur very often, but when they do, there is a high degree of 
nrobability that an important trend reversal is in the win . 

The rationale probably lies in the fact that rising prices (moraenM 
attract bulls, whereas falling prices (momentum) attract bears. Howe , 
when sentiment moves to an extreme and prices do not, the degree ofop 
mism or pessimism is misplaced, and the price must adjust accordingly. 


Mutual Funds 

Data on mutual funds are published monthly by the Investment Company 
Institute. The statistics are useful because they monitor the actions of both 
the public and the institutions. Technical analysts usual V £ d 

fund cash as a percentage of assets. In a sense, these data should be trea 
asaflow-of-funds indicator, but they are discussed here as a measure of sen- 
timent because they also reflect the attitudes of various market particip 


Cash/Assets Ratio , 

Mutual funds consistently hold a certain amount of ^ 

form of li quid assets in order to accommodate investors wishing to cash m 
their ittverrmetm. A useful indicator is derived when thts «sh 
position is expressed as a percentage of the total value of mutual funds pori- 
E fe S known as total artel t»M (see Char, 26-10). the tndet. tnowri 
„ *e thrTuon opposite to the stock market, because the proportion of ctuh 
"rUb^Ll futTds rises as priees fall, and vice y-^ere ”e 'hre 
sons for this chtuacterisdc. Ftrst. as the value of a fund’s portfbl.o fells m a 
declining market, the proportion of cash held will automaucally rise e e 
though no new cash is raised. Second, as prices decline, the funds become 
more cautious in their buying policy, because they see lewer °PP°*™“ 
for capital gains. Third, the decision is made to hold more cas re 
insurance against a rush of redemptions by the public. In a nsing maiket 
the opposite effect is felt, as advancing prices automatically reduce t re pro- 
portion of cash, sales increase, and fund managers are under tremend 
pressure to capitalize on the bull market by being fully invested. 

One of the drawbacks of this approach is that nmtua 
and large, remain above the 9.5 percent level between 1978 _ and 1990 an 
lost a lot of validity as a timing device during this period. It 
market was in a rising trend, but one of the functions of an indicator of this 
nature is to warn of setbacks such as the 1980 and 1981-1982 bear markets, 
not to mention the 1987 crash. 


Chart 26-10 The S&P Composite. 1966-2001. and mutual funds' cash/asset ratio. (From Ned Duels Research.) 
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One way around this problem, originally devised by Norman Fosback of 
Market Logic, is to subtract the prevailing level of short-term interest rates 
from the cash percentage levels themselves. In this way the incentive for 
portfolio managers to hold cash due to high interest rates is neutralized. 
This adjustment to the cash/assets ratio is shown in the center panel of 
Chart 26-1 1 . It is a definite improvement over the raw data, but unfortu- 
nately it too fails to explain the 1987 crash. 

A final alternative, devised by Ned Davis Research, compares switch fund 
cash and mutual fund manager cash to total mutual fund assets. This series 
is also adjusted for interest rates and appears to offer the best results of all. 
The buy (B) and sell (S) signals in Chart 26-12 are generated when this 
series crosses below the lower dashed line; they remain in force until the 
adjusted switched cash crosses above the upper dashed (selling) line. 


Margin Debt 

Trends in margin debt are probably better classified as flow-of-funds indi- 
cators, but because the trend and level are also good indications of investor 
confidence (or lack of confidence), they are discussed in this section. 

Margin debt is money borrowed from brokers and bankers using securi- 
ties as collateral. The credit is normally used for the purchase of equities. 
At the beginning of a typical stock market cycle, margin debt is relatively 
low; it begins to rise very shortly after the final bottom in equity prices. As 
prices rise, margin traders as a group become more confident, taking on 
additional debt in order to leverage larger stock positions. 

During a primary uptrend, margin debt is a valuable source of new funds 
for the stock market. The importance of this factor can be appreciated when 
it is noted that margin debt increased almost tenfold between 1974 and 
1987. The difference between stock purchased for cash and stock bought 
on margin is that margined stock must at some point be sold in order to 
pay off the debt. On the other hand, stock purchased outright can theo- 
retically be held indefinitely. During stock market declines, margin debt 
reverses its positive role and becomes an important source of stock supply. 

This occurs for four reasons. First, the sophistication of margin-oriented 
investors is relatively superior to that of other market participants. When 
this group realizes that the potential for capital gains has greatly diminished, 
a trend of margin liquidation begins. Margin debt has flattened or declined 
within 3 months of most of the primary stock market peaks since 1932. 

Second, primary stock market peaks are invariably preceded by rising 
interest rates, which in turn increase the carrying cost of margin debt, there- 
fore making it less attractive to maintain. 
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Third, since 1934 the Federal Reserve Board (the Fed) has been empow- 
ered to set and vary margin requirements, which specify the amount that 
can be lent by a broker or bank to customers for the purpose of holding 
securities. This measure was considered necessary in view of the substantial 
expansion of margin debt that occurred in the late 1920s. The liquidation 
of this debt pyramid contributed to the severity of the 1929-1932 bear mar- 
ket. When stock prices have been rising strongly for a period of time, spec- 
ulation develops, often resulting in a sharp rise in margin debt. Sensing that 
things could get out of control at this stage, the Fed raises the margin 
requirement, which has the effect of reducing the buying power of the gen- 
eral public from what it might otherwise have been. Normally, it takes sev- 
eral margin-requirement changes to significantly reduce the buying power 
of these speculators. This is because the substantial advance in the price of 
stocks — which was initially responsible for the requirements being raised— 
normally creates additional collateral at a rate that is initially sufficient to 
offset the rise in reserve requirements. 

Fourth, the collateral value of the securities used as a basis for the mar- 
gin debt falls as stock prices decline. The margin speculator is faced with 
the option of putting up more money or selling stock in order to pay off 
the debt. At first, the margin call process is reasonably orderly, as most 
traders have a sufficient cushion of collateral to protect them from the ini- 
tial drop in prices. Alternatively, those who are undermargined often choose 
to put up additional collateral or cash. Toward the end of a bear market, 
prices fall more rapidly, and this unnerving process, combined with the 
unwillingness or inability of margin customers to come up with additional 
collateral, triggers a rush of margin calls. This adds substantially to the sup- 
ply of stock that must be sold regardless of price. The self-feeding downward 
spiral of forced liquidation continues until margin debt has contracted to 
a more manageable level. 

Most people think that the level of margin debt is the most important way 
to interpret these data. It is true that the higher the level, the greater the 
market’s vulnerability when the numbers begin to contract. Perhaps a bet- 
ter way to express this statistic is to express the level of debt as a percentage 
of outstanding market capitalization. Thus, the true vulnerability of the mar- 
ket would be represented in a more proportionate way. However, it is the 
trend of margin debt that is all-important, because trend reversals sign^ 
whether traders are confident (willing to take on more debt) or pessimistic 
(liquidating it) . For this reason, margin debt is a useful indicator when 
expressed in relation to its 12-month EMA. This is shown in Chart 2o- 
EMA crossovers then offer confirmation of major trend reversals. 
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Put/Call Ratio 

Sentiment indicators based on short-selling data appear to have been dis- 
torted in recent years, in part because of the introduction of listed options. 
On the other hand, options can themselves be used as a basis for the con- 
struction of sentiment indicators. Their performance is far from perfect but 
definitely worth consideration. 

Perhaps the most widely followed option-derived indicator is one that 
measures the ratio of the volume of puts to the volume of calls. A put gives 
an investor or trader a theoretical option to sell a specific security at a pre- 
determined price over specified period. In effect the purchaser of a put is 
betting that the price of the underlying asset will go down. This is a form 
of short sale in which the trader’s risk is limited to the cost of the put. (The 
risk on a short sale is theoretically unlimited.) 

A call, on the other hand, is a bet that the underlying asset will rise in 
price. It gives a purchaser the option to buy a security at a predetermined 
price over a specified period. 

It is normal for call volume to outstrip that of puts, and so the put/call 
ratio invariably trades below the 1.0 or (100) level. This indicator measures 
the swings in sentiment between the bulls and the bears. In theory, the lower 
the ratio, the more bullish the crowd and the more likely the market is to 
decline, and vice versa. A low ratio means that very few people are buying 
puts relative to calls, whereas a high ratio indicates that a larger number of 
traders than normal are betting that the market will go down. 

The put/ call ratio is shown in Chart 26-14 as a 4-week MA of puts divided 
by a 4-week MA of calls. The 4-week MA of the ratio often signals a rally when 
it moves above the 69 level and then crosses below it. This approach had a 
good track record for the 1993-2000 period, but at the end of 2000 a false 
signal of strength was given. Its timing of market tops is not as reliable. 


Inverted Yield Momentum 

Historically, whenever the dividend yield on the S&P Composite fell below 
3 percent, this indicated that investors were overpaying for stocks and that 
a bear market warning was being offered. In the mid-1990s, the yield began 
to slip, and eventually fell to just over 1 percent, well beyond the previous 
record around 2.7 percent. This experience completely overturned what 
had previously been a good measure of valuation and sentiment. It also 
demonstrated the point that the trend of any indicator is often as important as 
its level 
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The idea is that swings in the dividend yield from a bullish extreme of 
around 3 percent to a bearish one of 5 to 6 percent reflect changes in psy- 
chology. If people are willing to accept a paltry 3 percent, they are quite con- 
fident, yet if they demand 5 or 6 percent, there is widespread fear because 
the high yield reflects investor pessimism and their requirement for a higher 
current return to compensate for the perceived escalation in risk. An alter- 
native is to plot the yield in the form of a momentum indicator, as in Chart 
26-15. In this instance the indicator, a 24-month ROC of the yield, has been 
plotted inversely so that it corresponds with price movements. Plotting a fun- 
damental indicator such as the dividend yield in an oscillator format more 
accurately depicts these major psychological shifts in sentiment. 

In Chart 26-15, the vertical lines "show that when the oscillator reverses 
from an overbought condition and moves toward its equilibrium point, this 
is normally associated with a bear trend of some kind. When the opposite 
takes place, the indicator generally offers timely buy signals. The overbought 
and oversold levels are at +20 percent and -20 percent. 


Chart 26-15 The S&P Composite, 1957-2001, and inverted dividend yield momentum. 
(From www.pring.com.) 
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The Market’s Reaction to News 


Another extremely important, though imprecise, approach for assessing 
market sentiment is to observe the reaction of any market to news events, 
especially unexpected ones. This is a helpful exercise, since markets look 
ahead and factor all foreseeable events into the price structure. If a news 
event that would normally be expected to move the price does not do so, 
the likelihood is that all the news, good or bad, is already reflected in the 
price. 

A classic example developed at the end of 1988 when the insider stock 
scandals began to appear, starting with the indictments of David Levine and 
Ivan Boesky. Under normal circumstances the market would have been 
expected to sell off. But in this instance it stalled for a while and then ral- 
lied sharply. 

The discount rate was raised in the spring of 1978. This should have been 
a signal to sell, but the market rallied on record volume. In this instance, 
the fact that new highs quickly outpaced new lows just after a bear market 
low should have been the technical tip-off that the underlying structure was 
pretty sound. 

Another example developed early in 2001. The Fed lowered the discount 
rate, the first in a series of rate cuts. However, within a few days bond prices 
were below the level they were trading at on the day of the cut. This was a 
terrible response to good news and prices continued to sell off for the next 
few months. 


Very often excellent news develops and prices refuse to respond, yet the 
temptation is overwhelming to hang on until market participants “realize 
how bullish it is.” Invariably though, the price will soon decline. In such sit- 
uations when the price does not respond when it “should,” the best tactic 
is to watch for a suitable stop point and exit the position if it is stopped. 
Remember, the more convincing the news and the more muted the 
response, beyond the initial few hours of trading after the news is published, 
the greater the potential vulnerability, and vice versa. 

Countless examples could be cited for many stocks and markets, but the 
principle remains that if a price does not respond to news in the expected 
way, it is probably in the process of turning. Evaluation of this factor is very 
much a judgment call, but it can act as a very useful adjunct to an appraisal 
of the other technical indicators. 
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Summary 

• Sentiment indicators are useful supplements to the trend-determining 
techniques described in other chapters. They should be used for the pur- 
pose of assessing the consensus view from which a contrary position can 
be taken. 

• Since many sentiment indicators are subject to institutional changes, it t$ 
mandator)' to consider them as a group rather than relying on one or two 
indicators alone. 
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Applying Technical 

Analysis to 
the Theory of 
Contrary Opinion 


“The law of an organized, or psychological crowd is 
menial unity. The individuals composing the crowd lose 
their conscious personality under the influence of emotion and 
are ready to act as one, directed by the low crowd intelligence. " 

Thomas Templeton Hoyle 


Contrary Opinion Defined 

Humphrey Neil put together his own ideas and experience and joined them 
with the writings of Charles Mackay (Popular Illusions) , Gustav Le Bon (The 
Crowd ) , and Gabriel Tardc to form the theory of contrary opinion. Today it 
is widely understood that since the “crowd” is wrong at major market turn- 
ing points, the only game in town is to be a contrarian! Unfortunately, when- 
ever a concept or theory becomes popular, the basic idea is often distorted. 
This means that those who have adapted the theory on its face value and 
not taken the trouble to study Neil and other writers are probably on shaky 
ground. Neil pointed out that the crowd is actually correct for substantial 
amounts of time, ft is at turning points that the majority get things wrong. It is 
this last idea that is really central to Neil's thinking. 


511 


512 


Part ID: Other Aspects of Market Behavior 


Once an opinion is formed, it is imitated by the majority until virtually 
everyone agrees that it is valid. As Neil (1980) put it: 

When everyone thinks alike , everyone is likely to be wrung. When musses of 
people succumb to an idea , they often run off on a tangent because of their 
emotions. When people stop to think (emphasis added) things through, they 
are very similar in their decisions. 

The word think has been deliberately emphasized because the practice of 
contrary opinion is very much an art and not a science. To be a true con- 
trarian, you need to study, be patient, be creative, and bring to the table 
widespread experience. Remember, no two market situations are ever iden- 
tical because history may repeat, but it rarely repeats exactly. In effect, it's 
not as easy as saying, “Everyone else is bearish; therefore, I am bullish." 

Perhaps the best definition of contrary opinion comes from the late John 
Schultz, who, in a timely article in Barron ’sjust prior to the 1987 crash, wrote: 

The guiding light of investment contrananism is not that the majority view 
—the conventional, or received wisdom — is always wrung. Rather it's that 
the majority opinion fends to solidjy into a dogma while its basic premises 
begin to lose their original validity and so become progressively more mis- 
priced in the marketplace. 

Three words must be emphasized because they encapsulate the three pre- 
requisties of forming a contrary opinion. First, the original concept solidi- 
fies into a dogma. Second, it loses its validity and a new factor or series of 
factors comes into play. Finally, the crowd moves to an extreme, as reflected 
in a gross overvaluation. What he is saying is that at the start of a trend, a few 
far-seeing individuals anticipate an alternative scenario to that being pro- 
moted by the majority. Later, as prices rise, others are persuaded that the 
scenario is valid. Then, as the trend extends, more people join the camp, 
perhaps being persuaded as much by the rising prices as the concept itself 
Eventually the concept or premise becomes a dogma with everyone accept- 
ing it as gospel. However, by now, it has been so well discounted or factored 
into the price that the security in question is way overvalued. Even if the 
price is not overvalued, the concept begins to lose its original premise and 
a new scenario emerges. All those betting on the old idea then lose money 
as the price reverses to the downside. 

These trends occur because investors tend to move as crowds and are sub- 
ject to herd instincts. If left to their own devices, individuals isolated from 
their peers would tend to act in a far more rational way. Say, for example* 
you see stock prices starting to move up sharply after they had already moved 
up a lot Even though you might know from your own experience that they 
cannot continue to go up forever, it would be difficult not to become caught 
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up in the excitement, especially after they had rallied significantly from the 
level at which you fust thought them irrationally high. 

Under such an environment it becomes very difficult to think indepen- 
dently from the accepted wisdom of the day. 



Why Crowds Are Irrational 

Neil wrote that there are several, what he terms as social laws that determine 
crowd psychology. These are: 

1. A crowd is subject to instincts that individuals acting independently would 
never do. 

2. People involuntarily follow the impulses of the crowd. (See the section 
below on why it is difficult to be contrary.) 

3, Contagion and imitation of the minority make individuals susceptible to 
suggestion, commands, customs, and emotional appeals. 

4, When gathered as a group or crowd, people rarely reason or question, 
but follow blindly and emotionally to what is suggested or asserted. 

Why then is the crowd wrong at turning points? The reason is that when 
everyone holds the same bullish opinion, there is very little potential buy- 
ing power left, very few people left who can perpetuate the trend. By the 
same token, if the market is mispriced, to quote John Schulz, other invest- 
ment alternatives are becoming more attractive. Little wonder that money 
soon flows from the overvalued to the more realistically priced alternative. 

The opposite would, of course, be true in a declining trend. Take, for 
example, an economy deep in recession; business activity is declining 
rapidly, and layoffs and high unemployment are getting headlines in the 
nightly news. Stocks are extending the decline that began over a year ago, 
and the whole situation appears to be out of control in a self-feeding down- 
f ward spiral. While everyone is looking down, it is the prerequisite of the con- 
trarian to look up and ask the question, What could go right? This is where 
the alternative scenario comes in. Remember, people are rational. When 
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they realize that hard times are coming, they adjust their plans accordingly. 
Businesses will cut excessive inventories, lay off workers, and pay off debts. 
Once this has been achieved, breakeven points drop, and they are in a great 
position to increase profits when the economy turns. All this economizing 
means that the demand for credit declines, and so does its price — interest 
rates. Falling rates encourage consumers to go out and buy houses, and a 
new recovery gets underway. 

As Neil has described it, “In historic financial eras, it has been significant 
how, when conditions were slumping that, under the pall of discourage- 
ment, economics were righting themselves underneath to the ensuing 
revival and recovery." 1 

The same is true in markets. No one is going to hold stocks if they think 
prices are in for a prolonged decline, so naturally they sell. When all the 
selling is over, there is only one direction in which prices can go, and that’s 
up! At that point, true contrarians have decided that enough is enough, that 
an alternative, bullish outcome is likely, and that the underlying assumptions 
of the bear market are no longer valid. 

Knowing when to go contrary is a key to the whole process because the 
crowd frequently moves to extremes, well ahead of a market turning point 
Many professionals knew the situation was getting out of hand in 1928 and 
in 1999 (for Internet stocks). In both cases they had concluded that stocks 
were very overvalued and discounted the hereafter. They were correct, but 
their timing was early. Economic trends are often slow to reverse and 
manias take prices well beyond reasonable valuations, often to ridiculous 
and irrational ones. In a sense, crowd psychology can be reflected graphi- 
cally as a long-term oscillator, such as a rate of change (ROC), moves to 
extraordinary levels not seen for decades. In normal times a market turns 
when the indicator reaches its overbought level, but on rare occasions the 
curve can run up to stratospheric levels. An example is shown in Chart 27- 
1 for the NASDAQ. The 18-month ROC in the lower panel moves up to a 
level dwarfing anything seen in the previous 20 years of trading history. 
Indeed, it was twice as high as the best reading for the S&P Composite in 
200 years of history, 

ff crowd sentiment is reflected in oscillators constructed from the price, 
it follows that there are various levels or extremes to which crowds gravitate. 
The turn of the century peak in the NASDAQ, the 1980 top in gold, and 
the 1 929 stock market peak are all examples of an extreme. However, since 
oscillators can be constructed from daily and weekly data, it follows that 
forming a contrary opinion is just as valid for shorter-term turning points. 
The difference is that the mood is not so all encompassing and intense as 
it is just prior to the bursting of a financial bubble. 
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Chart 27-1 The NADAQ Composite, 1974-2001. and an 18-month ROC. [From 

U/tvu/.pnng.corrr.) 
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Bearing these comments in mind, it is now time to examine the signs 
that indicate when the crowd has moved to an extreme, either for small or 
large trends, and then to see how technical analysis can be applied to such 
situations. 


Why It’s Difficult to Go Contrary 

Reading and learning about forming a contrary opinion are one thing, but 
actually applying it in the marketplace when your money is on the line is 
definitely another. 

There are several reasons why it is difficult to take a position that is oppo- 
site to the majority: 
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L It is very difficult for us to take an opposite view from those around us 
because of our need to conform. 

2. If prices are rising sharply and we have already told friends of our rea- 
sons for being bearish, we are unlikely to continue in our contrarianism 
out of a fear of being ridiculed. 

3. We often meet hostility when we go against the crowd. 

4. We gain a sense of comfort by extrapolating the recent past. 

5. A certain sense of security can be had from accepting the opinions of 
“experts,” instead of having the confidence of thinking for ourselves. 
Chart 27-2 illustrates several quotations that three famous people prob- 
ably wish they had never made. Never forget that most “experts” have a 
vested interest in the opinions they give publicly. 

6. We tend to believe that the establishment has all the answers. The U.S. 
entry into Vietnam, the Soviets’ into Afghanistan, and Neville Chamber- 
lain s famous peace-in-our-time speech, just before the outbreak of World 
War II, should make us think twice about this assumption. 


Chart 27-2 The S&P Composite, 1921-1935, and market comments. ( From 
www.pring.com.) 
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Three Steps to Forming 
a Contrary Opinion 

1. Figuring Out What the Crowd Thinks 

The first step is to try and get a fix on the consensus opinion of the market 
or individual security being monitored. If the crowd is not at an extreme, 
nothing can be done because we are only concerned with identifying poten- 
tial trend reversals when crowd psychology has swung sharply in one direc- 
tion or another. Bear in mind that the crowd is often correct during a trend; 
it is at the turning point that the herd is almost always wrong. One method 
of gauging where the majority of market participants lie in their opinion is 
to refer to the sentiment indicators discussed in the previous chapter, or 
even an oscillator. Most often these indicators are not telling us very much, 
but when they reach an extreme, a strong message is being given. Another 
possibility is to monitor valuations. If they are within the accepted norm, 
there is little to be learned, but if they are approaching an extreme, the 
crowd is giving us a valuable clue as to the way it is leaning. 

Alternatively, a study of the media, particularly the financial media, can 
inform us of what people are thinking. If there is no clear-cut view, there is 
not likely to be an extreme, and there is no action we can legitimately take. 

However, as it becomes clear that a general consensus is forming, and that 
consensus is approaching a dogma, it is then time to begin the creative 
process by thinking in reverse, and that involves the second step. 

2. Forming Alternative Scenarios 

At this point we know what the crowd thinks, so it is up to us as true con- 
trarians to come up with plausible reasons why it is likely to be wrong. In 
effect, we have to remove ourselves from the crowd and think in reverse. 
Such a process will involve an understanding of the market we are watch- 
ing. For example, Chart 27-3 shows the gold market at its secular peak in 
1980. At that time, gold had risen from obscurity, when it first started to rise 
in 1968, to being quoted regularly on the nightly news. It seemed to the 
majority at the end of 1979 that inflation and gold prices would continue 
to rise forever. However, a realistic contrarian would have realized that the 
inflation would breed its own deflation as the rising trend of short-term 
interest rates would cause an economic recession and the high price would 
attract more mining activity and superior technology that would more effi- 
ciently mine higher-cost lodes. Once again technical analysis can come to 
our rescue, as Chart 27-3 shows that the 12-month ROC for gold hit a 
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Chart 27-3 Gold, 1970-1999. (From www.pnng.com) 1 chart 27-4 Commodities and bond yields, 1970-1998. {From www.pring.com .) 



generational extreme. Silver also had a huge run-up in this period, from 
next to nothing to over $50. The talk was of a cornering of the market by 
Bunker Hunt and other operatives, so that the sky was the limit. In this 
instance the contrarian may have come up with the scenario that a lot of 
silver had already been mined and was available in the form of silverware, 
which could easily be melted down and sold as silver bullion. As it turned 
out the price was right, and the silver market was flooded, just at the time 
when high rates of interest caused margin liquidation in the silver pits. 

Chart 27-4 shows bond yields and commodity prices. When yields are ris- 
ing and it appears this trend will never end, an alternative scenario is to use 
the knowledge that peaks in yields are often preceded by peaks in com- 
modity prices, which in turn precedes a slowdown in economic activity. This 
is shown in the chart by the rightward sloping arrows. Thus, if it is possible 
to spot a top in industrial commodity prices, the alternative scenario of 
weaker business activity may well come to pass. 

3. Identifying When the Crowd Reaches an Extreme 

When the crowd reaches an extreme, the question is not usually whether, but when 
and by how much ? In other words, when the crowd truly reaches an extreme, 
it is a forgone conclusion that the trend will continue. It is not even ques- 
tioned; only the timing and amount are in doubt. Such times are often asso- 


ciated with analysts making extreme forecasts that in the highly charged 
emotional atmosphere appear credible, but that would previously have been 
greeted with mirth or great doubt. The following represent some possibili- 
ties for identifying when the crowd is at an extreme. 

Sentiment Indicators and Oscillators Sentiment indicators or long- 
term oscillators reaching an extreme represent one possibility for gauging 
that the crowd has as well. 

The Media Sentiment indicators are not available for every market, so 
another useful exercise comes from a study of the popular and financial 
media. For most of the time, the media are silent on financial markets or 
individual stocks. It is when significant coverage appears that it is time to 
pay attention. Major peaks and troughs are often signaled by cover stories 
in the popular and financial press. Time, Newsweek , BusinessWeek, and The 
Economist are my particular favorites. The more these magazines give space 
to a particular market, the stronger the signal. It is not that the editors and 
writers of these magazines are idiots for publishing bear stories right at the 
low, or bullish ones close to the absolute high. It lies more in the fact that 
they are journalists keeping the pulse of market conditions. As good 
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journalists, it is their duty to give more space to articles when the emotions 
in and around the floors of the exchanges come close to reaching a 
crescendo. Stories about quiet markets do not sell newspapers, but panic 
does. Generally speaking, cover stories are a fairly reliable indication of an 
impending turn, but they are not infallible and often lead turning points 
by a week or so. As with any form of analysis, it is important to use a good 
dose of common sense. For example, there is the famous “Birth of the Bull” 
cover story in Time magazine several weeks from the 1982 market bottom 
(see Chart 27-5). Just applying “contrary opinion” blindly would have led 
to the conclusion that the bull market was over in the course of a few weeks. 
However, it is important to remember that it takes time for crowds to reach 
an extreme, as the long trend' of rising prices adds more careless bulls to 
the fold. Also, bear markets are usually preceded by rising interest rates. In 
the fall of 1982, the Fed was following an easy money policy, not a tight one. 

The exact opposite was true in 1990 (see Chart 27-5) when a BusinessWeek 
cover featured the troubled brokerage industry. In this instance the prices 
of brokerage stocks had fallen sharply, but the Fed was engaged in an easy 
money policy, which is good for the equity market, and especially positive 
for brokers, who get more underwriting fees and commissions in a bull mar- 
ket. Moreover, the hard times they had just experienced would have resulted 
in a dramatic lowering of breakeven points. Increased revenue from the bull 
market would then go straight to the bottom line. 


Chart 27-5 The S&P Composite and the discount rate, 1970-1999. (From www.pring.com.) 



Another way in which the media can point to major turning points is when 
we can observe what I call a misfit story, where a heretofore invisible market 
is given the prominence it rarely if ever achieves. For example, the finan- 
cial media are always featuring stories on the stock or bond markets. That 
is a normal state of affairs and is offering us no contrary bones. On the other 
hand, when we see a story in the popular press about an otherwise obscure 
market, we have something to gnaw on. For example, in 1980 the sugar price 
reversed from a long and strong bull market. Close to the day of the high 
the CBS Evening News led with a story on how traders were forecasting 
higher sugar prices. To my knowledge, sugar has never before or since been 
featured so prominently in the news. It was unusual and highly significant 
for the sugar market. Prominent stories in the U.S. press concerning spe- 
cific foreign stock markets, currencies, and so on can also be valuable clues 
that these markets have reached an extreme. 


Best-Selling Books Another area to monitor is that of best-selling non- 
fiction books. If a financial book appears on the list, it is usually a sign that 
that particular market has attracted the attention of the majority and that 
the good or bad news has been fully discounted. Thus, Ravi Batra’s book 
on the coming depression became a bestseller just after the 1987 crash, a 
classic sign of a bottom. Adam Smith’s The Money Game reached the same 
# list just as the mutual fund boom was ending in late 1968. Perhaps the most 
unlikely of all was a book on money markets by William Donahue, just as 
short-term interest rates were making a secular peak in 1981. 

If:,: 

Politicians A classic contrary indicator is the attitude of politicians, espe- 
cially to bad news that is likely to adversely affect their election possibilities, 
f Since they react to poll numbers and other trends in what we might term 
constituent psychology, politicians are an excellent lagging indicator. They are 
the last to take action, and when they do, the next trend has usually started. 
For instance, Gerry Ford, at the end of 1974, introduced the famous 
W(in)I(nflation)N(ow) buttons, but consumer price inflation had, for all 
intents and purposes, peaked for that cycle. I remember watching the net- 
t work news in the fall of 1981, when the secular peaks of interest rates were 
occurring. The news was full of stories of congressmen returning to 
Washington “determined to do something about high interest rates.” They 
had had earfuls of complaints from their constituents and were determined 
to do something about it. The problem was that the economy was already 
weakening and rates had peaked. When politicians promote price controls, 
you can be fairly certain that the specific commodity is in the process of 
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peaking. When cries of corporate gouging arise because of high prices, this 
is also a sign of a top. Several case studies on the oil market bear this out. 


Unrealistic Valuations A final pointer that the crowd has reached an 
extreme arises when a particular market reaches a historic level of over- or 
undervaluation (progressively more mispriced in John Schultz’s definition). 
For example, at the height of the Japanese real estate boom, it was reported 
that the real estate value of the Emperor’s palace in Tokyo was worth as much 
as all the land in California. In Psychology and the Stock Market , David Dreman 
noted that during the 1920s real estate boom in Florida, it was reported that 
there were 25,000 brokers in Miami, an equivalent of one third of the pop- 
ulation. This was not a valuation measure, but the statistic showed that things 
had clearly gotten out of hand. At one point during the 1990s tech boom, 
priceline.com, an online travel service, had a capitalization greater than the 
combined value of several of the airlines it represented. At its peak, the stock 
stood at around $160, but a year later it had fallen to just over $1. 


Applying Technical Analysis 

Since the crowd can and does move to an extreme, well beyond normal 
experience, being early can be particularly harmful to one’s financial, 
health. This is where the integration of technical analysis and the theory of 
contrary opinion can be quite helpful. Let us consider a couple of exam- 
ples. The Japanese bull market of the 1980s represents a classic mania where 
price/earnings ratios and other valuation methods reached incredible 
extremes. The top had been called many times in the 1980s, but it never 
came. The crowd had clearly reached an extreme, but records continued 
to fall. In the end, the bubble was burst with the alternative scenario most 
likely to undo stock market bubbles: rising rates. Chart 27-6 shows that just 
after the 1990 top both the Nikkei and Japanese short rates crossed their 
12-month MAs for the first time in many years. Both series also violated 
trendlines, thereby offering substantial technical evidence that the bubble 
had burst. Eleven years later, the Nikkei was still struggling at just over one- 
third of its 1990 high. J 

Chart 27-7 shows two BusinessWeek cover stories in 1982 and 1984 con- 
cerning the bond market. The fact that the bond market was featured so 
prominently after prices had fallen significantly was a sign that the crowd 
was at or close to an extreme. The next step was to appraise the technical 
position to see if there were any signs of a reversal. In the 1982 case, the 18- 
month ROC, in Chart 27-8, had already completed and broken out of a mas- 
sive 4-year base. Later, the price broke out as well. This secondary breakout 
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Chart 27-6 The Nikkei and Japanese short-term rates, 1982-1997. (From Luwiu.prmg.com.) 
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took place several months later, but it is important to remember that we are 
looking at the reversal of an extremely long trend and those sorts of things 
take time. 
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Chart 27-8 U.S. government bond prices 1977-1990, and an 18-Month ROC. {From 
www.pring.com.) 



In 1984, the “Disaster in Bonds” cover story cumulated a 2-year decline. 
In this instance, the ROC was close to an extreme oversold condition and 
the price had reached support in the form of the extended trendline mark- 
ing the previous breakout. The bear market trendline break was the trig- 
gering mechanism that indicated the crowd had now moved away from the 
bearish extreme and was now moving in the opposite direction. In both sit- 
uations, the cover stories would have indicated that the bearish arguments 
were now well understood and discounted, and the trendline breaks the sig- 
nals that it was time to play the contrary “card.” 


Distinguishing Between a Short- 
or Long-Term Turning Point 

Before we close our discussion on contrary opinion, it is important to under- 
stand that the crowd can move to a smaller, less intense level of extreme. 
This type of sentiment is associated with a price reversal of a short- or inter- 
mediate-term nature. An example might be a 2 to 3 week run-up in the corn 
price, cumulating in a lead article in the commodities section in The Wall 
Street Journal Such features are not uncommon; after all, some commodity 
is featured every day. The idea here is that when a commodity is written 
about, it usually comes after it has experienced a significant rally or reac 
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tion. The story develops because of excitement on the floor for that par- 
ticular commodity and is reflective of the crowd reaching a short-term 
extreme. When confirmed by a technical indicator such as a 1- or 2-day price 
pattern, a trendline break, or a reliable MA crossover, this contrary position 
is usually well rewarded. 

Another example might come from a recently released government 
employment report, which indicates that the economy is stronger than most 
traders expected. Because bond prices react unfavorably to good economic 
news, they could sell off sharply. Speculators now reverse sentiment from 
positive to a state of discouragement. Not only are bond prices declining, 
but rumors of a pickup in inflation cause prices to fall even further and sen- 
timent to become even more bearish. The consensus mood amongst traders 
is now quite negative. The chances are, though, that this is only a small top. 
The alternative scenario in this case is to look through the gloom and exam- 
ine the trend of employment and other economic numbers to see if the 
recent report was likely to be an aberration. 


Summary 

• During the unfolding of a trend, the crowd is usually right. It is at the turn- 
ing points that it is wrong. 

• Three prerequisites for justifying a contrary position are the original 
premise becomes a dogma, the premise loses its validity, and the market 
becomes progressively more mispriced. 

• Three steps to forming a contrary opinion are figuring out what the crowd 
is thinking, coming up with alternative scenarios, and determining when 
the crowd reaches an extreme. 

• It is difficult to go contrary in practice because of competing forces 
around us. 

• When the crowd reaches an extreme the question is not whether, but 
when and how much? 

• Signs that the crowd is at an extreme include cover stories, best-selling 
books, reactions by politicians, extremes in sentiment indicators, and gross 
over- or undervaluations. 

• Because mass psychology can move well beyond the norm, technical analy- 
sis should be used as a triggering device for signaling when the crowd is 
backing off from a bullish or bearish extreme. 

• Contrary opinion analysis should be used as one more indicator in the 
weight of the evidence approach. 
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Checkpoints for 
Identifying Primary 
Stock Market 
Peaks and Troughs 


Primary bull market tops and bottoms are elusive affaires, largely because 
the points at which we expect them to develop are the ones that appear to 
be the most unlikely at the time. When most people are lucky enough to 
identify a bull market peak, they assume that prices will immediately decline. 
This is not normally the case because of the numerous and confusing cross- 
currents necessary for the development of true distribution* This topping- 
out process usually requires a trading range environment, which reflects the 
tremendous batdc between bulls and bears. First one comes out on top and 
then the other. By the time the distribution has been completed, both sides 
are exhausted. Even though the bears eventually win, most lose their orig- 
inal conviction because of the numerous false rallies that they did not anti- 
cipate. These rallies develop under an environment of extreme optimism, 
which also make them all the more convincing to those caught short or who 
have already sold out 

We know that die news is good at market peaks, but when a typical top is 
staring us in the face, the widespread contagion of optimism deludes mar- 
ket participants to expect conditions to get even better. The opposite is true 
of bottoms: The news is bad, but we expect it to get worse before prices hit 
their low. Alternatively, we expect the other shoe to drop, just like trauma- 
tized earthquake victims anticipating a killer aftershock* 
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The Mechanics of a Peak 

Typical market peaks, and we need to use the word “typical* very carefully, 
should involve a battle between early- and late<ycle leaders. As the top 
begins, liquidity-driven issues peak out and begin their bear market (see Fig. 
28-1). On the other hand, late-cyde leaders are still in the terminal stages 
of a bull market and are helping to push the averages higher. If strength in 
the earnings-driven sectors outweighs weakness elsewhere, the averages 
move to new bull market highs. This is the principal reason why breadth 
divergences are so prevalent at market peaks. In 1973, the commodity boom 
had the effect of prolonging the bull market, as far as the averages were con- 
cerned, but the NYSE A/D line had peaked 9 months earlier. In 2000, it was 
the unprecedented strength in technology stocks, another lagging sector, 
that propelled the averages higher, but under the surface the average stock 
peaked 2 years earlier in 1998. 


What Is a Peak? 

The objective of this chapter is to offer a checklist of characteristics present 
at a typical market top or bottom. In reality, there are no “typical” turning 



Figure 28-1 Sector rotation in the cycle. 
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points because no two situations are exactly the same. However, there are 
enough characteristics to enable us to identify the intricate tapestry of a mar- 
ket top or bottom. 

There are really three types of market peak. The most important are those 
that develop after a prolonged bull market, extending over several business 
cycles. Around the time of the peak, it is possible to point to some kind of 
speculative bubble, often concentrated in a few sectors. At such times old 
rules are thrown out and virtually everyone becomes an overnight invest- 
ment genius. Such peaks are very hard to pinpoint at the time because they 
have defied virtually every traditional rule. Eventually, new rules or ratio- 
nalizations are developed to justify the final ascent to the equity summit. In 
this way traditional valuations are surpassed by several degrees. Normal 
extreme technical benchmarks are also exceeded, and divergences are so 
plentiful that they are ignored because they no longer work. Finally, con- 
trarian positions based on observation of normal crowd behavior prove 
futile, as the majority march on to new extremes of irrationality. Old rules 
are thrust aside and ridiculed as new-era thinking predominates. The ral- 
lying cry of the bulls is almost always inculcated in the mantra that “this time 
it is different.” In all cases, the leveling factor that brought investors back 
to reality was a good dose of rising short-term interest rates. Two such peaks 
possessing at least some of these characteristics developed in 1929 and 1966. 
The 1990 peak in Japanese equities also qualifies. In 1929, stocks lost close 
to 90 percent of their value in 3 years. The bear market that followed the 
1966 peak lasted a lot longer and consisted of several minibull and minibear 
markets. When stocks are adjusted for inflation, the bottom, as measured 
by the major averages, did not take place until 16 years later in 1982. The 
top established in 2000, at least as far as technology stocks are concerned, 
could turn out to be one of similar importance to the 1929 and 1966 expe- 
riences, since many of the valuation, sentiment, and technical characteris- 
tics cited previously were present. 

There are really two factors that cause the ensuing bear market to be so 
devastating or lengthy. The first is a direct result of the long and persistent 
bull trend and falls under the title “careless investment decisions.” It is the 
function of the bear to cleanse the system of these poorly thought-out and 
precariously financed positions. Such is true of every market peak. It is just 
far more prevalent at these supercycle turning points. Second, it appears 
that the pendulum of human emotions, the ultimate arbitrator of prices, 
moves to an extreme of extremes. If such a level is reached on one side, an 
extreme of an extreme is likely to develop on the other. It almost appears 
as if a prerequisite for a huge bear market is a huge speculative bull mar- 
ket. These enormous changes in sentiment either come relatively quickly 
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as prices are dramatically cut or take many years as the bulls, exhausted, 

- finally give up. 

The second level of peak is what we might term a recession-associated top 
(RAT). It is the most common and best fits the primary trend description 
described in Chapter 1. In such situations, the unwinding of distortions in 
the economy brought about by the recovery are sufficient to trigger an 
T ac tual recession where profits in general are under attack. In each cycle, 
the sector responsible for the distortion will be different. In the early 1970s, 
it tended to be real estate; in 1974, bloated inventories from the commodity 
boom were the primary culprit. In 1990, the financial sector was under 
pressure, and so forth. Since these RAT-type bear markets are associated 
with economic contraction and recovery, which tend to take time to 
accomplish, they usually last 1 to 2 years, are broadly based and can be 
T quite sharp. 

The third kind of peak precedes so-called growth recessions or double- 
i cycle peaks as described in Chapter 2. They are usually followed by shallower 
T and shorter bear trends. Growth recessions involve the slowing down of the 
economy but not an actual contraction. In this process, several industrial 
T sectors will experience recessionary conditions, but strength elsewhere will 
2; offset this weak activity so that the overall economy escapes the indignity of 
the “R” word. These weak sectors, therefore, experience a true 1- to 2-year 
bear market, whereas others merely experience a major trading range. 
h Examples of double-cycle bears are 1984 and 1994. Other bear trends are 

associated with a slowing in some of the economic indicators and are pre- 
^ ceded by an unhealthy level of speculation. They take the form of severe 
% technical corrections, but are so dramatic that the change in psychology is 
sufficient to correct much of the speculative juice. The 1962 and 1987 
-v declines come to mind as good examples. 

|r : All the characteristics listed in the following section do not appear at every 


market peak, and neither is their intensity of the same magnitude. They are 



presented solely as a guide for things to watch out for at major highs. 


Characteristics of 
Primary Market Peaks 

1. In order for a bull market top to form, it must be preceded by a bull 
market. Thus, it must be possible to look back and identify a rally of at 
least 9 months’ duration. 
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Monetary and Sector Rotation Factors 

2. Almost all market peaks are preceded by a trend in rising short-term 
interest rates. The lead times vary from a couple of months to many 
years. If interest rates have not begun their ascent, the odds of a top are 
greatly reduced. For examples, refer to Charts 2 5d(a) and {b) in 
Chapter 25. 

3. Watch out for hikes in the discount rate. Has the three^step-and-stum- 
hie rule, discussed in Chapter 25, been triggered? If so, the distribution 
process may well be underway, and the reward of owning stocks is now 
usually outweighed by the risk. 

4. In many instances, market tops are preceded by a peak in the DJ Utility 
Average. This is because this is a very interest-rate-sensitive market 
sector 

5. Observation of the long-term relative momentum for a selection of 
early and late-cycle leaders often points up a bull market peak. This will 
be true if the long-term smoothed relative momentum for financials, 
utilities, and consumer nondurables peaked out some time ago. By the 
same token, a characteristic of a market peak is either continued 
strength in late-cycle leaders, such as basic industry and resource stocks, 
or an actual peaking of their smoothed momentum. 

Technical Factors 

6. When interest rates start to rise, this adversely affects financials and pre- 
ferreds. Consequently it is normal for the NYSE A/D line to peak out 
ahead of the DJIA and S&P Composite. The length of the divergence 
often has a related effect onthesizeofthe ensuing bear market. 

7. If the NYSE daily A/D line and or the Value Line Arithmetic Index are 
below their 2QCklay MAs, this indicates that the broad market is prob- 
ably in a bear market Even if the DJIA and SfeP Composite are at new 
highs, this weak breadth position is telling us that the market has 
become very selective. Under such an environment, it is more difficult 
to find stocks that are advancing. Cutting back on equity exposure, 
therefore, makes excellent sense because your odds of success are less. 
The opposite would be true in a declining market, but where the A/D 
line is advancing. 

8. An alternative way of looking at the technical position of market breadth 
is net new high data. Has the number of net new highs diverged nega- 
tively with the major averages? If it has not, this may not be a top^ If d 
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has, then fewer stocks are driving the market higher, and this is a sign 
of weakness. If the number of new highs has shrunk considerably, it 
means that it is very difficult to make money because the selection 
process is becoming progressively more difficult. 

9. Momentum typically leads price, especially at market tops. Occasionally 
it is possible to identify multiyear tops or trendline violations in several 
long-term ROC indicators. For example, if you can spot trendline 
breaks in the 12, 18-, and 24-month ROCs, this indicates that the cycles 
they reflect are all starting to turn. Sometimes an individual ROC 
moves between specific benchmarks, and these have traditionally 
offered good timing points for major tops or bottoms. In Chapter 18 
Chart 18-5 offers some useful benchmarks for a 9-month ROC of the 
S&P Composite. 

10. Another way in which momentum can signal a maturing bull trend is 
with the use of a long-term smoothed oscillator such as the KST. Market 
tops are typically signaled by the indicator reversing to the downside 
from an overbought condition. This is represented in Chart 28-1 by the 
vertical lines, where the KST crosses below its 9-month MA. The chart 
shows that this approach works well when a normal cyclical bull market 
is experienced. However, during a secular bull market, such as that 
which developed in the 1990s, this indicator will give premature sell sig- 
nals. All the more reason to make sure that such signals are confirmed 
by a trend break in the price. Alternatively, short-term oscillators may 
be registering mega-oversold or extreme swing conditions. 

11. If the DJIA and the S&P Composite have just crossed below their 
12-month MAs, there is a good chance that a bear market is under way, 
provided, of course, that other indicators are in agreement. Quite 
often a negative 7-month MA crossover will work as well as a 12-month 
time span. Also, in the trend-reversal department, monitor the current 
position of the Industrials and Transports as called for in Dow theory. 


Psychological Factors 

12. If key companies report excellent earnings and the stocks decline, this 
advene response to good news indicates extreme technical weakness. 
Whenever a stock or market index fails to respond to good news, this 
is a sign of technical weakness. Remember, if good news cannot send a 
security higher, what will? 
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Chart 28-1 The S&P Composite, 1950-2001, and a long-term K5T 
www~pring.com.) a 



13* On the sentiment side, a reading in the Investor i Intelligence percentage 
of bears would be in the 10-20% range. Also, a public short ratio in 
excess of 52 and a 5-week insiders buy/sell rario of 70 offer a flag of a 
market top, especially if the insiders have already diverged negatively 
with the price* Finally, in the sentiment area, if the level of margin debt 
has recently crossed below its 12-month EMA, this tells us two things. 
First, it indicates that traders are losing confidence. Second, it indicates 
that an expansion in margin debt will no longer support higher prices, 
but its contraction will put downward pressure on stock prices. A 
12-month downward EMA cross is usually an excellent lone-term sell 
signal. 

1 4. If the media are full of optimistic news and stories of huge returns are 
being publicized, this is the type of atmosphere associated with a top* 
Additional signs might be cover stories on the market itself, especially 
ones ciring a new paradigm, or concerning companies or groups that 
have been leaders in the bull market. 

15. As the market is rallying, there is always a substantial amount of doubt. 
However, as equities approach a peak, the question of whether stocks 
are a good investment is not even debated. Instead, the debate revolves 
around which sectors will do well or how high the market will go* 1° 
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such an environment, forecasts that would previously have been 
ridiculed for their excessive optimism are given widespread publicity 
and credibility. 1 

16. Since brokerage companies thrive on bull markets, they become very 
prosperous. If you see reports of any of these companies moving into 
larger and more expensive office accommodations, this is often a sign 
that the uptrend is in a very mature stage. Alternatively, this could show 
up in the exchange or the back office of brokers being overwhelmed 
with backlogged orders. 

Chronological and Cycle Factors 

1 7. A quick review of the three markets in relation to their 12-month MAs 
will offer a quick reference for the current stage of the cycle. A market 
top should see the 3-month commercial paper yield above its 12-month 
MA. The three-stepand-s tumble rule (Chapter 25) will probably have 
been triggered as well. Bond yields in the corporate and governmental 
sectors should be in a similar position. The S&P Composite should be 
above its average, and the CRB Spot Raw Industrials should be above 
its average as well. In cases where stocks have fallen quite some way From 
their peak, tt is possible that the S&P would already be below its 12- 
month MA. If the CRB Spot RM Index has also recently crossed below 
its average, then little support from commodity-based equities is likely, 
and at the tail end of the cycle, this usually means a bear market. 

18. Since the 4-year stock cycle has been extremely reliable by offering a 
buying opportunity once every 4 years, it follows that if the current year 
is 2 or 3 years from the previous 4-year low, the odds favor a bull mar- 
ket peak. If some of the other signs discussed here are present, this will 
obviously increase the probability of a top. 

19. Is it possible to observe three identifiable intermediate advances that 
have already taken place? If this is the top of the third, it may be a pri- 
mary peak. This is by no means infallible, because some bull markets 
consist of two advances and some more than three. However, when com- 
bined with others, these signs can be quite a useful benchmark. 
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Primary Market Bottoms 

Bear market bottoms develop under exactly the opposite conditions as tops. 
The news is bad, sentiment is extremely bearish, and the long-term momen- 
tum indicators are usually extremely oversold. Perhaps the key difference 
between a major low and a major high is that in almost all cases, bear mar- 
kets are shorter than bull markets. We have to say in almost all cases 
because the 1 929-1 932 bear market lasted for 3 long years, whereas the 
average primary decline has mercifully been much shorter. Characteristics 
of a major low are as follows. 


Monetary and Sector Rotation Factors 

1. Almost all bear market lows are preceded by a peak in short-term inter- 
est rates. I say short-term rates,” but in almost all cases, a peak in long- 
term rates also precedes an equity low. It is just that changes in the level 
of short-term rates have a much larger influence on equities than yields 
at the long end. The lead time varies from cycle to cycle, but generally 
speaking, the longer the lead, the greater the ensuing bull market. In 
1966, for instance, interest rates and equity prices reversed almost 
simultaneously, whereas the lead was almost a year in 1920 and 1982. 
The 1967-1968 bull market was tame in comparison to the bull mar- 
kets of the 1920s and 1980s. This is not the same thing as saying that 
every time the lead is a year or more the market will experience a mega- 
rally, merely that there is a rough tendency for that to be the case. 

2. The industry group structure at market bottoms should reveal an 
improving trend of relative strength and relative smoothed long-term 
momentum favoring early-cycle leaders, such as utilities, most financials, 
and most consumer nondurables. At the same time there should be a 
pattern of deteriorating relative strength and relative smooth momen- 
tum in several lagging groups, such as resources, basic industry, and 
technology. Quite often when the long-term smoothed relative momen- 
tum of the SScP Financial Index bottoms, this is quite close to a market 
bottom. The weakness in eamings-driven stocks is used more as a con- 
firmation. 


Technical Factors 

3. Positive divergences between the A/D line and the major averages are 
much rarer than negative ones at market tops. Indeed, the line often 


Checkpoints for Identifying Primary Stock Market Peaks and Troughs 

lags at most bear market lows. However, when divergences do develop, 
they are usually followed by an above-average bull market. That was true 
of the divergence between the (Bolton) weekly A/D lines at the 1942 
and 1982 lows (see Chart 24-2). 

4. Net new highs also rarely diverge with the averages, but on a 6-week MA 
basis, this was the case again in 1982 and on a 5-day basis at the 1974 
bottom (see Chart 24-1 ) . 

5. Other confirming signs would be record volume coming off the low, as 
in 1978, 1982, and 1984. Also, most bottoms involve a rally and subse- 
quent test of the low. When the second rally surpasses the first, a series 
of rising peaks and troughs is signaled. This approach was one of the 
few in the 1929-1932 bear market that had not previously experienced 

i a whipsaw. It is generally a reliable signal, especially when combined with 
Dow theory buy signals. Another confirming but extremely important sig- 
nal is the ability of the S&P Composite to rally above its 12-month MA. 

6. In extended bear markets, the final low is usually confirmed by a bot- 
toming in smoothed long-term momentum. In this instance, the 
Coppock Index, described in Chapter 10 and featured in Chart 10-8, is 
probably the most reliable, as it appears to work with amazing reliabil- 
ity on a number of different markets. During shallow bear markets not 
associated with recessions, smoothed long-term momentum can often 
prove to be agonizingly slow. Long-term ROCs will occasionally prove 
to be better substitutes when it is possible to observe momentum price 
pattern breakouts or upside penetrations of down trendlines. 

7. If short-term oscillators are signaling mega-overbought or extreme 
swing conditions, as described in Chapter 10, this is also a sign that psy- 
chology has changed for the better. 

Economic Factors 

8. Normally, it is a prerequisite of a bottom for the economic news to be 
at or close to its worst. Charts 28-2 (a) and 28-2 (b) show that the 9-month 
trend deviation indicator for the coincident indicators is usually nega- 

h five and close to its low at the time of a stock market bottom. Note that 

fj|: the major exceptions, flagged by the dashed arrows, develop during 

| double-cycle lows such as 1984 and 1994. This is not surprising since 
I; these were not classic bear markets. 





536 


Part III: Other Aspects of Market Behavior 


Chart 28-2 (a) The S&P Composite, 1956-1980, and the coincident indicator (deviation 
from trend.) ( From www.pring.com.) 
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Chart 2 8- 2(b) The S&P Composite, 1978-2000, and the coincident indicator (deviation 
from trend.) {From www.pring.com.) 
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Checkpoints for Identifying Primary Stock Market Peaks and Troughs 


Chronological and Cyclical Factors 

9. In terms of the financial market chronological sequence, it is normal 
for a stock market bottom to be preceded by the 3-month commercial 
paper yield crossing below its 12-month MA. At the actual bottom, the 
S&P will be below its 12-month MA, but so too will the CRB Spot Raw 
Material Index. If the yield and Commodity Index are below their aver- 
age and the S&P is above its, then the S&P crossover confirms that a 
bottom is in place, and the markets are in the correct sequence for a 
Stage II, as described in Chapter 2. 

10. Is it possible to observe three discernable intermediate declines during 
recession-associated bear markets? This is by no means infallible, but 
often a good sign. 

11. Does the market meet most of the characteristics cited previously in a 
year in which the 4-year stock market cycle is due to bottom? If so, the 
odds of a major bottom are greatly increased. If the year ends in the 
number 4, this is also a positive sign since years ending in a 5 are the 
most bullish of the decade. Hence, 1954, 1974, 1984, and 1994 were 
major bottoms (the first bottom developed at the end of 1953), all of 
which were followed by 5 strong years. With the exception of 1984, all 
were also 4-year cycle lows. 


Psychological Fetors 

12. Sentiment is typically very bearish at a major bottom. This can show up 
in extreme readings in advisory sentiment, public short ratios, or the 
put/call ratio reversing from its overbought level. 

13. Sentiment is also reflected in the media, and here cover stories are a 
great place to build a contrary case. Occasionally, brokers use the buy- 
ing opportunity derived from the bear market as the basis for an ad cam- 
paign. Such ads do not necessarily indicate the wisdom of brokerage 
houses, although they are certainly courageous for taking a bullish 
stance. Rather, it is a recognition of the fact that the decline in equity 
prices has caught the attention of the public. Remember, when every- 
one thinks alike, it is time to expect a market turn. 

14. How does die market respond to bad news? During the decline, it would 
be normal for it to sell off on bad news, such as an unexpectedly poor 
earnings report, huge layoffs, a major bankruptcy, and so on. However, 
if it starts to shrug off such news and actually rises, the psychology has 
probably changed. 
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Summary 

If it were necessary to summarize these characteristics for peaks and troughs 
into a few vital points, they would probably be as follows: 

• Crowd psychology has moved to a measurable extreme. 

• Interest rates have already reversed their trend. 

• Long-term momentum is at an extreme or has already reversed from one. 

• The technical position of leading versus lagging groups is consistent with 
the direction of the turning point in question. 

• These conditions have been confirmed with the completion of a price 
pattern and the penetration of a long-term MA, for example, 12-month, 
200-day, and so on. 


29 

Automated Trading 

Systems 

In recent years, there has been a substantial increase in the use of personal 
computers for the purposes of technical analysis. Not surprisingly, this has 
encouraged many traders and investors to use their own mechanical, or 
automated, trading systems. These systems can be very helpful as long as they 
are not adopted as a substitute for judgment and thinking. Throughout this 
book I have emphasized that technical analysis is an art, the art of inter- 
preting a number of different and reliable, scientifically derived indicators. 

I believe that mechanical trading systems should be used in one of two 
ways. The preferred method is to incorporate a well thought-out mechani- 
cal trading system to alert the trader or investor that a trend reversal has 
probably taken place. In this method the mechanical trading system is an 
important filter, but represents just one more indicator in the overall deci- 
sion-making process. 

The other way in which a mechanical trading system can be used is to take 
action on every signal. If the system is well thought out, it should generate 
profits over the long term. However, if you pick and choose which signal to 
follow without other independently based technical criteria, you run the risk 
of making emotional decisions, thereby losing the principal benefit of the 
mechanical approach. 

Unfortunately, most mechanical trading systems are based on historical 
data and are constructed from a more or less perfect fit with past, in the 
expectation that history will be repeated in the future. This expectation will 
not necessarily be fulfilled, because market conditions change. A well 
thought-out and designed mechanical system, however, should do the job 
reasonably well. In this respect, it is better to design a system that gives a 
less-than-perfect fit, but more accurately reflects normal market conditions. 
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Remember that you are interested in future profits, not perfect historical 
simulations. If special rules have to be invented to improve results, the 
chances are that the system will not operate successfully when extrapolated 
to future market conditions. 


Advantages of 
Mechanical Systems 

One of the great difficulties of putting theory into practice is that a new fac- 
tor, emotion, enters the scene as soon as money is committed to the mar- 
ket. The following advantages therefore assume that the investor or trader 
will follow the buy and sell signals consistendy: 

• A mzyor advantage of a mechanical system is that it automatically decides 
when to take action; this has the effect of removing emotion and prejudice. 
The news may be atrocious, but when the system moves into a positive 
mode, a purchase is automatically made. In a similar vein, when it appears 
that nothing can stop the market from going through the floor, the system 
will override all possible emotions and biases and quietly take you out 

• Most traders and investors lose in the marketplace because they lack dis- 
cipline. Mechanical trading requires only one aspect of discipline: the 
commitment to follow the system. 

• A well-defined mechanical system will give greater consistency of profits than 
a system in which buying and selling decisions are left to the individual. 

• A mechanical system will let profits run in the event that there is a strong 
uptrend, but will automatically limit losses if a whipsaw signal occurs. 

• A well-designed model will enable the trader or investor to participate in 
the direction of every important trend. 

Disadvantages of 
Mechanical Systems 

• No system will work all the time, and there may well be long periods when 
it will fail to work. 

• Using past data to predict the future isn’t necessarily a valid approach 
because the character of the market often changes. 

• Most people try to get the best or optimum fit when devising a system, 
but experience and research tell us that a historical best fit doesn’t usu- 
ally translate into the future. 
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• Random events can easily jeopardize a badly conceived system. A classic 
example occurred in Hong Kong during the 1987 crash, when the mar- 
ket was dosed for 7 days. There would have been no opportunity to get 
out, even if a sell signal had been triggered. True, this was an unusual 
event, but it’s surprising how often special situations upset the best rules. 

• Most successful mechanical systems are trend following by nature. 
However, there are often extended periods during which markets are in 
a nontrending mode, which renders the system unprofitable. 

• “Back-testing” won’t necessarily simulate what actually would have hap- 
pened. It is not always possible to get an execution at the price indicated 
by the system, because of illiquidity, failure of your broker to execute 
orders on time, and so forth. 


Design of a Successful System 


A well-designed system should try to capitalize on the advantages of the 
mechanical approach, but should also be designed to overcome some of the 
pitfalls and disadvantages discussed. In this respect there are eight impor- 
tant rules that should be followed: 

• Back-test over a sufficiently long period with several markets or stocks. The 
more data that can be tested, the more reliable the future results are likely 
to be. 

• Evaluate performance by extrapolating the results over an earlier period. 
In this case, the first step would involve the design of a system based on 
data for a specific time span, such as 1977 to 1985 for the bond market 
The next step would be to test the results from 1985 to 1990 to see 
whether or not your approach would have worked in the subsequent 



period. In this way, rather than “flying blindly” into the future, the system 
is given a simulated but thorough testing using actual market data. 
Define the system precisely. This is important for two reasons. First, if the 
rules occasionally leave you in doubt about their correct interpretation, 
some degree of subjectivity will permeate the approach. Second, for every 
buy signal there should be a sell signal, and vice versa. If a system has been 
devised using an overbought crossover as a sell and an oversold crossover 
as a buy, it might work quite well for a time. An example is shown in Fig. 
29-1 (<z). On the other hand, there could be long periods during which a 
countervailing signal is not generated, simply because the indicator does 
not move to these extremes. Failure to define the system precisely can 
therefore result in significant losses, as shown in Fig. 29-1(6). 
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* Make sure that you have enough capital to survive the worst losing streak. 
When you are devising a system, it is always a good idea to assume the 
worst possible scenario and to make sure that you start off with enough 
capital to survive such a period. In this respect, it is worth noting that the 
most profitable moves usually occur after a prolonged period of whip- 
sawing. 

* Follow every signal without question. If you have confidence in your sys- 
tem, do not second-guess it. Otherwise s unnecessary emotion and undis- 
ciplined action will creep back into the decision-making process. 

* Use a diversified portfolio. Risks are limited if you place your bets over a 
number of different markets. If a specific market performs far worse than 
it ever has in the past, the overall results will not be catastrophic. 

* Trade only markets that show good trending characteristics. Chart 29-1 
shows the lumber market between 1985 and 1989. During this period the 
price fluctuated in a volatile, almost haphazard fashion and clearly would 
not have lent itself to a mechanical trend-following system. On the other 
hand, the Commodity Research Bureau (CRB) Spot Raw Industrial 


Chart 29-1 Lumber, 1985-1989, CRB weekly charts. 
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Materials Index (shown in Chart 29-2), although it is subject to the odd 
confusing trading range, has by and large moved in consistent trends. 

* Keep it simple. It is always possible to invent special rules to make back- 
testing more profitable* Overcome this temptation. Keep the rules sim- 
ple, few in number, and logical. The results are more Likely to be profitable 
in the future, when profitability counts. 


Trading Range and 
Trending Markets 

There are basically two types of market conditions: trending and trading 
range. A trending market, as shown in Figure 29-2, is clearly suitable for mow 
ing average (MA) crossovers and other types of trend-following systems. In 
this kind of situation, it is very important to define the risk since an MA is a 
trade-off between volatility and sensitivity. In Figure 29-2, the maximum dis- 
tance between the short-term MA, shown as the dashed line, and the series, 
shown as the solid line, is the maximum risk. Unfortunately, the short-term 


Chart 29-2 CRB Spot Raw Industrial Materials Index, 1985-1989, and CRB weekly charts. 
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MA whips around and gives several false signals. Although the risk of the indi- 
vidual trade defined by the crossover of this MA is small, the chances of 
unprofitable signals are much greater. On the other hand, a longer-term MA, 
shown by the X T s, offers larger maximum risk but fewer whipsaws. 

MAs, as shown in Figure 29-5, are virtually useless in a trading range mar- 
ket since they move right through the middle of the price fluctuations, and 
almost always result in unprofitable signals. Oscillators, on the other hand, 
come into their own in a trading range market. They are continually mov- 
ing from overbought to oversold extremes, which trigger timely buy and sell 
signals. During a persistent uptrend or down trend, the oscillator is of rela- 
tively Ittde use because it gives premature buy and sell signals, often taking 
the trader out at the beginning of a major move. The ideal automated sys- 
tem therefore should include a combination of an oscillator and a trend- 


following indicator. 

The risk and reward for oscillator-type signals generated from overbought 
and oversold extremes are shown in diagrammatic form in Figure 29*4. The 
number of potential trading opportunities is represented on the horizon- 
tal axis and the risk on the vertical axis. There are very few times when an 
oscillator is extremely overbought or extremely oversold, but these are the 
occasions when the profit per trade is at its greatest and the risk the small- 
est Moderately overbought conditions are much more plentiful, but the 
profits are lower and the risk higher. Taken to the final extreme, slightly 
overbought or oversold conditions are extremely plentiful, but the risk per 
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Figure 29-3 MA crossovers in trendless markets. 


trade is much higher, and profits are significandy lower. Ideally, a mechan- 
ical trading system should be designed to take advantage of a situation in 
which profits per trade are high and risk is low. Execution of a good system 
therefore requires some degree of patience because these types of oppor- 
tunities are limited. 

Turning points in price trends are often preceded by a divergence in the 
oscillator, so it is a good idea to combine signals from extreme oscillator 
readings with some kind of MA crossover. This won’t result in a perfect indi- 
cator, but it might help to filter out some of the whipsaws. 


Guidelines for Appraising Results 

When the simulated results of a mechanical system are being reviewed, there 
is a natural tendency to look at the bottom line to see which system would 
have generated the most profits. However, top results do not always indicate 
the best system. There reasons for this are as follows: 

• It is possible that most, or all, of the profit was generated by one signal. 
If so, this would place lower odds on the system’s generating good prof- 
its in the future since it would lack consistency. An example of an incon- 
sistent system is shown in Table 29-1, which represents signals generated 
by a 10-day MA crossover of an oscillator that was constructed by dividing 
a 30-day MA by a 40-day MA (a form of moving average convergence diver- 
gence, or MACD). The market being monitored was Hong Kong during 
the 1987—1988 period. The system would have gained nearly 1200 points, 
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Figure 29-4 Relationship between profits and risk per trade, based on opportunities. ( From 
Perry Kaufman, New Commodity Trading Systems, John Wilev and Sons Inc., New York, 
1987 .) 


compared to a buy-hold approach, which would have lost 800 points. 
However, this excellent gain would have actually resulted in a loss had it 
not been for the fact that a prescient short sell signal occurred just before 
the 1987 crash. 

• Another consideration involves the identification of the worst string of 
losses (the largest drawdown) . After all, it is no good having a system that 
generates a large profit over the long term if you don’t have sufficient cap- 
ital to ride out the worst period. There are two things to look for in this 
respect: the string of losing signals and the maximum amount lost dur- 
ing these adverse periods. 

• A system that generates huge profits but requires a significant number of 
trades is less likely to be successful in the real world than is a system based 
on a moderate number of trades. This is true because the more trades 
that are executed, the greater the potential for slippage through illiquidity 
and so on. More transactions also require more time and involve greater 
commission costs and so forth. 



Table 29-1 Hang Seng 3-Month Perpetual 30/40 Oscillator Performance, 1987-1988 

Profit or loss 

Current trade Cumulative 
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Source: Pring Market Review/ MetaStock. 
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The Best Signals Go 
with the Trend 

In virtually every situation the best signals invariably occur in the direction 
of the main trend. It is easy to pick out the direction of the primary trend 
in hindsight, of course, but in the real world we have to use some kind of 
objective approach to determine the direction of the main trend. 

One idea might be to calculate a 12-month MA and to use the position 
of the price relative to the average as a basis for determining the primary 
trend. The trading system would be based on daily and weekly data and 
would be acted upon on the long side only when the index was above the 
average; short signals would be instigated when it was below. 

There are two drawbacks to this approach. First, the market itself may be 
in a long-term trading range in which MA crossovers do not correctly iden- 
tify the main trend. Second, the first bear market rally quite often occurs 
while the price is above its 12-month MA. In effect, the buy signal associ- 
ated with that rally would be operating against the main trend. By and large, 
though, most markets trend, and this approach will filter out a lot of the 
countercyclical moves. 

An alternative is to use a long-term momentum series, such as the monthly 
know sure thing (KST), calculated along the lines discussed in Chapter 12. 
When the KST is rising and the price is above its 12-month MA, a bull mar- 
ket environment is indicated, and all trades would be made from the long 
side. When the KST is falling and the price is above its 12-month MA, the 
chances are that the primary trend is in the process of peaking; no positions 
would be instigated. If you already had some exposure, the topping-out 
action of the KST would indicate that some profits should be taken, but total 
liquidation of the position would probably be better achieved at the time 
of a negative MA crossover. A trade would be activated only when the KST 
and the price, vis-a-vis its MA, were in a consistent mode. For example, when 
the KST peaks out and the market itself falls below its 12-month MA, a bear 
market environment is indicated and only trades on the short side should 
be initiated. If you do not have access to the KST the MACD, using an 
18/20/9 combination on monthly data, is a close substitute. 


A Simple Technique Combining 
an Oscillator with an MA 

A technique that enables investors to take advantage of both trending and 
trading range markets is to combine an MA and an oscillator in such a way 
that buy signals are triggered when the oscillator has fallen to a predeter- 
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mined oversold level and the price itself subsequendy crosses above an MA 
The position is liquidated if the price crosses below the MA. On the other 
hand, if the oscillator crosses to an overbought level prior to an MA 
crossover, part of the position will be sold in recognition of the possibility 
that the market might be experiencing a trading range. The other part of 
the position will continue to ride until an MA sell signal is triggered. 

This approach will make it possible to capitalize on the potential of a 
trending market, but some profits will be taken in case subsequent market 
action turns out to be part of a volatile trading range. 

Recognizing that oscillators often diverge at important market turning 
points, an alternative might be to wait for the oscillator to move to an 
extreme for a second time before buying on an MA crossover. The same 
rules as previously described would be used for selling. 

Marketplace Example 

Now it is time to take an actual example of a system by combining these two 
techniques. The security I chose is a continuous contract for U.S. T-bonds, 
an MA, and a price oscillator, as shown in Chart 29-3. A price oscillator is 
calculated by dividing a short-term MA by a longer-term one. In this case, I 
used a one-period MA, that is, the close as the shorter average and the 10- 
day simple MA as the longer-term one. The 10-day average is plotted in the 
upper panel with the oscillator underneath. 

Chart 29-3 shows the way the system works. It is really very simple: Buy when 
the price crosses above a MA (as it does in late July at point A ) . Then sell either 
when it crosses below the average or when the price oscillator reaches a spe- 
cific predetermined level. The oscillator reaches the designated overbought 
level a few days later ( B ). In this case, I selected the + and ~2 percent. This 
means the overbought and oversold lines are the equivalent of the price being 
2 percent above and below the 10-day MA Then, in early August, the price 
crosses below the average and this initiates a short signal (C). The position is 
covered at the end of the month fairly close to the actual low as the oscilla- 
tor touches its oversold zone ( D ). The next buy signal comes on a MA 
crossover in early September ( E ) . The oscillator never has a chance to move 
to the +2% level because the MA crossover comes first The next short sig- 
nal is a whipsaw, followed by the final buy that resulted in a small profit (F)- 

I optimized (optimization is the systematic search for the best indicator 
formula) this system by using one variable for the MA and the oscillator, and 
another for each of the overbought and oversold conditions. The best over- 
all returns were given by the 26/2/ -4 combination, as you can see in Table 
29-2. This was not the one I finally chose, because I like to see identical lev- 
els for the overbought and oversold triggering points. The rationale for this 
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Chart 29-3 Treasury bonds and a 1/10 price oscillator. {From Martin Pring, Breaking the 
Black Box, McGraw-Hill, New York, 2002.) 



Table 29-2 Treasury Bonds 


Profit 

Percent 

U.S. Treasury Bonds 200003 Continuous 
Total Win Lost Average 

OP1 

OP2 

OP3 

6039 

160.39 

387 

126 

261 

2.6001 

26 

2 

-4 . 

5680 

156.80 

388 

137 

251 

2.2558 

26 

2 

-2 

5573 

155.73 

365 

131 

234 

2.2056 

28 

2 

-2 

5362 

153.62 

425 

133 

292 

2.7005 

24 

2 

-4 

4968 

149.68 

426 

145 

281 

2.3202 

24 

2 

-2 

4452 

144.52 

365 

119 

246 

2.6470 

28 

5 

—2 

4389 

143.89 

365 

119 

246 

2.6598 

28 

6 

-2 

3052 

130.52 

387 

127 

260 

2.4372 

26 

2 

-3 

2980 

129.80 

353 

110 

243 

2.7424 

30 

5 

-2 

2833 

128.33 

365 

118 

246 

2.4860 

28 

2 

-3 


arises from the fact that oscillator sensitivity to overbought and oversold con- 
ditions depends on the direction of the primary trend. In a bull market, 
oscillators move to higher overbought levels and rallies are generated from 
moderate oversold levels. If you know you are in a bull market, you could 
skew the triggering points to the upside, and vice versa. Unfortunately, we 
never learn that the primary trend has reversed until sometime later. Also, 
if we go with numbers skewed to a bull market environment, the system is 
definitely going to be under pressure when a bear market begins. It makes 
sense to evenly balance the overbough ts and oversolds. That is why I chose 
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the 28/2/-2 combination. I could have chosen the 26/2/-2 combo, but 
the profit was only slightly better. The 28-day MA generated fewer signals, 
and fewer signals mean fewer chances for mistakes. 

On the face of it, the number of losing signals of 234 to 131 winners looks 
pretty grim. However, when you look at the more detailed report of 
Table 29-3, the average win was 2.2 times greater than the average loss, which 
shows this system does a reasonable job of cutting losses short The top panel 
of Chart 29-4 shows the equity line. The starting amount of $1 was increased 
to $2.55. Even though the system trailed the buy-hold approach, there were 
no major drawdowns in terms of peak-to-trough equity. The one in 1994 of 
10 percent was the worst. Not bad, considering the 150 percent gain was 
achieved at a 9.4 percent annualized rate. 

Other tests on many closed-end mutual funds covering the 1980s and 
1990s have shown that the a 28/5/ — 5 combination of a 28-day MA and a 
close divided by a 28-day MA using -f~ and — 5 as the overbought/ oversold 
triggering points worked consistently well. 

A 10/10/— 10 combination for the Russell 2000 has worked magnificently 
since 1978, offering a return by 2001 of an equity in excess of $20 starting 
from $1 in 1978. The equity line for this system in Chart 29-5 shows no peri- 
ods of serious drawdown. 

All these systems assumed a 0,01 percent commission and an interest rate 
of 5 percent when not exposed to the market. No shorts were initiated, only 
long positions. 

Table 29-3 Treasury Bonds 

Current position Short Date position entered 

Buy/Hold profit 1.12 Days in test 

Buy/Hold pet gain/loss 1 1 1 .83 Annual B/H pet gain/loss 

Total closed trades 365 Commission paid 

Avg profit per trade 0.00 Avg Win/Avg Loss ratio 

Total long trades 183 Total short trades 

Winning long trades 70 Winning short trades 

Total winning trades 131 Total losing trades 

Amount of winning trades 4.15 Amount of losing trades 

Average win 0.03 Average loss 

Largest win 0.10 Largest loss 

Average length of win 8.05 Average length of loss 

Longest winning trade 21 Longest losing trade 


10/19/98 

629? 

6.49 

0.20 

2.21 

182 

61 

234 

—3.36 

- 0.01 

-0.06 

4.52 

18 
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Chart 29-4 Treasury bonds, 1981-1998, and a 1/28 price oscillator. (From Martin Pring, 
Breaking the Black Box, McGraw Hill, New York, 2002.) 



Chart 29-5 Russell 2000 Index, 1978-2001. ( From Martin Pring, Breaking the Black Box, 
McGraw-Hill, New York, 2002.) 
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The Triple Indicator System 

One important principle that should be followed when designing a system 
incorporating several triggering mechanisms is to make sure it incorporates 
different indicators based on different time frames. The contrasted time 
frames are important because prices at any one time are determined by the 
interaction of many different time cycles. We cannot make provisions for 
all of them, of course. If we can ensure there is a good time difference that 
separates the indicator construction, we will at least have made an attempt 
to monitor more than one cycle. 

A system I devised in the late 1970s combines an MA crossover with a sig- 
nal from two rate of change (ROC) indicators. These are a 10-week simple 
MA, a 6-week ROC, and a 13-week ROC. Thus, we have two different types 
of indicators: a trend-following MA and two oscillator types. The system also 
consists of three different time frames. The buy and sell rules are very sim- 
ple. Buy when the price is above the 10-week MA and both ROCs are above 
zero. Sell when all three go negative, that is, when the ROCs cross below 
zero and the price crosses its MA. Signals cannot be generated unless all 
three agree. This is because we want to make sure the various cycles 
reflected in the three different time frames are all in gear. Originally, when 
I introduced this system, it was applied to the pound/dollar relationship 
because it was one that trended very consistently. 

Let’s take a close look at Chart 29-6 to see how it works by starting off with 
a simple 10-week MA crossover between mid-1974 and 1976. Buy signals are 
once again indicated by the upward-pointing arrows and short positions by 
the downward-pointing ones. There were 13 signals for a total profit of $0.19 
on an initial $1 investment, from both the long and the short side. This com- 
pares to the buy-hold approach, with a loss of almost $0.70. Taken on its 
own, this was a fairly commendable performance, but let’s remember that 
for a significant portion of the time, that is, most of 1975 and 1976, the 
British pound was in a sustained downtrend. It is true there were a number 
of whipsaws in late 1975 and early 1976. These are shown in the two ellipses, 
but they were of minor consequence as it turned out. 

The next step is to introduce a 13-week ROC. Buy and sell signals are trig- 
gered when the 13-week ROC crosses above and below its zero reference 
line. This approach, shown in Chart 29-7, nets a gain of $0.23 with six sig- 
nals. This was better than the results with the MA crossover, especially since 
fewer signals dramatically reduced the potential for whipsaws. Even so, there 
were a couple of nasty whipsaws in 1976. 

The next step is to introduce a second ROC indicator to filter out some 
of the whipsaws. A 6-week ROC was chosen mainly because it spans approx- 
imately half the time span of the 13-week series. The result was an improved 
$0.24, but the number of signals increased to 12. The 6-week ROC is shown 
in the middle panel of Chart 29-8. 
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Chart 29-8 British pound system using three indicators. (From Martin Prrng, Brealunq the 
Black Box, McGrauJ-Hr/J P Neuj York, 2002.) 



Putting the Indicators Together 

I put all three indicators together in Chart 29-8 so you can see how their 
integration improves things* The actual result was a slight increase in profit 
over the previous 6-week ROC test. However, the important thing was that 
the signals were reduced to only three, A closer look at Chart 29-8 shows 
that the first sell comes in October 1974, as the 6-week ROC follows the oth- 
ers into negative territory* Then, in December, the 13-week ROC crosses 
above zero and this is closely followed by an MA crossover. Finally, the 6- 
week series moves above zero for a buy signal* All three then move into neg- 
ative territory in April 1975. The MA and 6-week ROC go bearish 
simultaneously, and this is then followed by the 13-week series. The system 
stays bearish all the way through late 1976. It almost goes bullish when the 
price crosses its average and the 6-week ROC goes positive in February 1976. 
However, the 13-week series, which had been bearish, now goes bullish, but 
by this time, the currency had slipped below its MA and the 6-week series 
fell below zero. As a result, all three indicators were never in agreement. 
The same is true in the July^-Au gust period of 1976 when the two ROC indi- 
cators take turns in being bullish and bearish* Students of my momentum 
course will recognize this as a form of a negative complex divergence. The 
combination of all three indicators works extremely well in this environ- 
ment. This is about as good as it gets* 
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Appraising the System 

I introduced this approach in my book International Investing Made Easy 1 in 
1981 with some hesitancy, because there was obviously no guarantee it would 
continue to operate profitably. It was subsequently reintroduced in the third 
edition of this book in 1992 with the same proviso. What I said was, “It is 
important to understand this approach will not necessarily offer such large 
rewards in the future. The example of the British pound must be treated 
as the exception rather than the rule, but it is introduced to give you an 
incentive to experiment along these lines.* 

The system continued to work extremely well, as you can see by looking 
back at the equity line in the upper panel in Chart 29-9. However, I am glad 
1 used the cautionary statement, because once we move past 1993, the sys- 
tem falls apart. Just look at the declining equity line between 1993 and 1998 
in Chart 29-10. This was due to the many whipsaws arising from the trading 
range that followed the drop from S2.00 in 1993. This goes to show that even 
if a system works well for 20 years, as this one had, market conditions can 
and do change, so you must be prepared for such instances. Obviously, we 
do not know until some time after the fact that the market environment has 


Chart 29-9 British pound system results. 1983-1998. (From Martin fVing, Breaking the 
Black Box* McGratv-HlfJ, New York, 2002.) 



'McGraw-Hill, 1980. 
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Chart 29*10 British pound system using a 300-day MA. (From Martin Prinq , Breaking the 
Black Box, McGraw-Hill, Hew York, 2002.) 



changed. Is there anything we can do to avoid such situations? One possi- 
bility is to run a very long term MA or trendline through the equity line. 

In Chart 29-10, I have plotted a 300-week simple MA. I used 300 weeks 
because I felt it necessary for the system to undergo a fairly long period 
before it can be considered out of touch. After all, with the pound system, 
the history goes back to the early 1970s, so 6 years is not a particularly long 
time. The idea is when the equity line crosses below the MA something is 
seriously wrong with the system, and it should be at least temporarily aban- 
doned. At this point, it would make sense to reappraise it and see if it could 
be improved, and I do not mean by introducing special rules to block out 
a bad period. You could also wait until the equity line crosses back above 
the MA again. 

The Advantages of Diversification 

The second possibility is to use the same system on diff erent markets, that 
is, diversify. Once again, we need to make sure the system tests well on any 
of the markets that are to be traded. Chart 29-11 features the same system 
for the Nikkei. It has a very profitable, but more consistent, feel to it. There 
are a few drawdowns in the early 1990s. The initial one in 1992 was just over 
20 percent, but by and large it operated very successfully over this 12 -year 
period. This system has also been successfully applied to individual stocks 
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Chart 29-1 1 British pound system applied to the Nikkei. (From Martin Pring, Breaking the 
Black Box, McGraw-Hill, New York, 2002.) 



and the S&P Composite, AAA bond yields, and the DM when it was actively 
traded. 


Introducing an 
Intermarket System 


The Relationship 



So far, we have just considered particular securities or markets in isolation, 
using statistically derived data from that security alone. An alternative 
approach is to adopt a tried and tested intermarket relationship as a cross- 
reference. Better results are often obtained in this way. An intermarket rela- 
tionship develops when one market consistendy influences another. The first 
step is to rationalize why such a relationship exists in the first place. Perhaps 
the most basic relationship is between equity prices and short-term interest 
rates. This was described in Chapter 25 where it was established that changes 
in the trend of short-term interest rates lead equity prices. 

What we do not know is the lead time or the magnitude of the ensuing 
stock rally. The answer is to classify the trend of money-market prices, which 
is what the inverted short rate actually is, with an MA crossover. When a ris- 
ing trend of money-market prices has been established, it is then time to 
look at the trend of equities to see when they respond. The rationale is that 
a rising trend of money-market prices sets the scene for an equity bull mar- 
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ket. However, this is not confirmed until the S&P Composite crosses above 
its MA. Just think of this as something akin to an unconscious swimmer 
receiving mouth-to-mouth resuscitation. You know the treatment is good for 
the patient, just as falling rates are good for equity prices. However, we do 
not know how much treatment is required and whether the patient will 
recover until he or she is able to breathe by him- or herself. In our analogy, 
the stock market is shown to respond to the interest-rate treatment when it 
crosses its MA. 

Here is how it works. Look at Chart 29-12 . In October 1981, the inverted 
commercial paper yield crosses above its 12-month MA (shown in the 
ellipse) , indicating the environment is now bullish for equities. However, 
the equity market does not respond by bottoming out until August 1982. 
When the S&P rallies above its 12-month MA (A), it indicates that the mar- 
ket is responding to the positive interest-rate environment. In this case, the 
crossover comes in August 1982. At that time, both trends are bullish and 
so is the system. It remains positive until either series moves back below its 
average, which, in this case, developed in June 1983 (J5). It then goes bull- 
ish again in January 1985 (C). 

Finally, the inverted yield falls below its average in early 1987 (D). The mar- 
ket continues to rally, but the system is no longer bullish. In most instances, 
it would be better to generate the sell signals after the S&P crosses below its 
average. In this instance, though, the 1987 crash was over before the average 
was penetrated. Since the risk increases as the money-market series crosses 
below its average, it is probably best to act on the signal in two parts. This 


Chart 29-12 S&P Composite versus 3-month commercial paper yield. [From Martin 
Pring, Breaking the Black Box, McGraw-Hill, New York, 2002.) 
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would involve taking off half the position as the money-market series goes 
negative and then liquidating the rest when the S&P crosses its average. 

Figure 29-5 shows the risk and reward for the system between 1948 and 
1991. The vertical axis measures the reward on an annualized basis and the 
risk is measured on the horizontal axis. In this sense, risk is measured as 
volatility. The best place for any system to be is in the top left-hand comer, 
often referred to as the northwest quadrant. This is where the reward is high 
and the risk, or volatility, is low. In the case of this system, the star labeled 
“positive environment” reflects the risk and reward of our stock/interest- 
rate system. At close to 25 percent annualized return, with about 5 percent 
volatility, it is clearly a superior system. The star labeled “entire period” 
reflects the buy-hold approach where the return is just under 10 percent 
with a bit over 12 percent volatility. Finally, the “negative environment” rep- 
resents those periods when the system is not positive. It could be a bear mar- 
ket or there could be times when the interest-rate side of the equation is 
negative, but the S&P is still above its average. At any rate, you can certainly 
appreciate the difference of a 25 percent low-risk return when the system 
is bullish and the high-risk/ low-reward period when it is not. In conclusion, 
not only was the reward from the system excellent, but the way in which it 
was earned, with low risk, was tremendous too. 

The system says nothing about periods when the market is above its aver- 
age and rates are not, since those are obviously bullish periods as well. 
However, once rates move above their 12-month MA, there is a real danger 
that the next correction could be the first downleg in a bear market. It is 
true that sooner or later the S&P Composite will cross below its MA, thereby 
stopping us out, but why run the risk when good returns and little volatil- 
ity can be had under more favorable conditions? 

Figure 25-5 Risk/reward ratio for the S&P composite versus 3-month commercial paper 
yield. (From Martin Pring , Breaking the Black Box, McGraw-Hill, New York , 2002.) 



Risk 
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If you are a short-term trader, you probably feel this approach is worse 
than useless. However, it can be put to very good use if you realize that when 
the system is bullish, short sell signals are likely to result in losses. They are 
not just going against the main trend, but are occurring in one of the most 
bullish equity environments you can get. By the same token, you can use 
this knowledge to position yourself from the long side when a short-term 
buy signal is triggered. I am not going to say that sharp corrections will never 
happen when this system is positive, because there have been periods such 
as 1971 when a fairly large retracing move did materialize. It is merely that 
when the system is positive, the odds favor strong short-term rallies and whip- 
saw reactions. 


Using Margin 

All the systems described here were tested on a cash basis with no margin. 
You might think that it makes sense to go out and apply a system using lots 
of margin. That way the gains would multiply. In actual fact, this is not nec- 
essarily the case. Chart 29-13 shows a simple 10-day MA crossover system 
using no margin and Chart 29-14 shows it using a 10 percent margin 
requirement. Since the initial trades were losers, the account was wiped out 
in just over a year. Remember — leverage works both ways. 


Chart 29-13 American Century Gold Fund, 1989-1998. (From Martin Pring , Breaking 
the Black Box, McGravo-Hili, New York , 2002.) 


1 o Equity line for the American Centuiy 
; Gold Fund (long and short, no margin) 
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Chart 29-14 American Century Gold Fund, 1989-1998, with Margin. ( From Martin 
Pring, Breaking the Black Box, McGraw-Hi/l, New York, 2002.) 


Equity line for the American Century 
Gold Fund (tong and short, 10% margin) 


Good-bye trading capital! 
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Summary 

• There are two ways in which systems can be used: act on each signal with- 
out question or use the signals as a filter so the system becomes one more 
indicator in the weight of the evidence approach. 

• The principal advantage of a mechanical system is that it removes sub- 
jectivity and encourages the adoption of discipline. 

• No system will ever work all the time. It is important to understand the 
pitfalls of automated systems so that they can be programmed out. 

• Systems should be designed to take into account the fact that there are 
two different types of market environments: trading range and trending. 

• Because no system works perfectly, it should be exhaustively tested before 
being applied in the marketplace. 

• The use of any system should involve diversification to spread the risk for 
any periods where it does not operate successfully for a specific security. 

• The use of margin exaggerates the results, both on the upside and down- 
side. The actual performance will depend on the chronological sequence 
of the good and bad signals. 
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Technical Analysis 
of Global Stock 
Markets 


Since equities are bought and sold throughout the world for essentially the 
same reasons, die principles of technical analysis can be applied to any stock 
market Unfortunately, the degree of soph istica don in statistical reporting 
of many countries does not permit the kind of detailed analysis that is avail- 
able in the United States, although things are improving rapidly. Even so, 
it is possible to obtain data on price, breaddi, and volume for most coun- 
tries. Information on industry groups and interest rates is also becoming 
more widely available. 

In tiiis chapter we will be concentrating on longer-term trends for die pur- 
pose of gaining perspective, but the analysis can just as easily be used to iden- 
tify intermediate and short-term trends. 


Identifying Primary Global Trends 

Charts 30-1 (a) and (b) show the Morgan Stanley Capital International 
(MSCI) World Stock Index, which is constructed from a selection of blue- 
chip stocks from many different countries weighted by capitalization. This 
series has been adjusted to U.S. dollars and is widely published in the finan- 
cial press. Other world indexes published by Dow Jones and the Finaruiol 
Times can be adopted into the analysis, but MSCI has been chosen because 
of its extensive history going back to the 1960s. The World Index is a good 
starting point from which to analyze the cyclical trends of the various stock 
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markets, just as the S&P Composite might be used as a starting point for 
the U.S. market. This is because the stock markets around the globe tend 
to move in the same direction, just as the majority of U.S. stocks reflect the 
primary trend of the S&P most of the time. Generally speaking, improve- 
ments in technology and communications have broken down geographical 
and trading patterns, and countries have become more interdependent, 
with the result that their stock market and business cycles are now more 
closely related than they once were. A giant leap in this direction appeared 
to take place after the 1987 crash, in which all markets participated on a 
synchionized basis. This was later reinforced almost 10 years later when the 
so-called Asian Meltdown reverberated around the world. The introduction 
of in tei national and specific country closed and open-ended mutual funds 
in the 1980s and 1990s in the United States is a striking example of this grow- 
ing sense ol international awareness. There are exceptions, though, because 
different economies can be in a different state of expansion at any one point 
in time, or because some countries are experiencing a greater spurt of 
growth (or contraction) than others. As a result of the variations in the long- 
term economic, financial, and political situations between countries, a 
good world bull market in equities may be briefer almost nonexistent for 
a country undergoing financial distortions, such as Hong Kong between 
1986 and 1990. In addition, country performance can also differ because 
of the makeup of specific markets. For example, the Swedish and Finish 
indexes performed superbly in the latter part of the 1990s because they were 
dominated by technology companies. Countries with substantial natural 
resources tend to outperform when commodity prices are rising and so 
foith. As a result, the U.R. market has a tendency to lead, while Canada, 
Australia, and South Africa are often late in turning down. 

The MSCI charts show the existence of the international 4-year cycle, as 
indicated by the arrows. The troughs in 1962, 1966, 1970, 1974, 1978, 1982, 
1986, 1990, 1994, and 1998 are all separated by approximately 4 years. I say 
approximately’ since the ac tual bottoms do not fall in the same month. 
Also, the 1986 bottom was more or less nonexistent and was essentially a 6- 
mon th trading range. This demonstrates that in a secular bull market, such 
as the 1980s, the cycle low is not so much a bottom as a buying point prior 
to further gains. The same sort of thing happened in 1994, where the side- 
ways correction was more obvious. 

Chart 30-2 shows the MSCI together with an 18-month rate of change 
(ROC). The solid arrows indicate those points where the ROC, having 
crossed above its overbought zone at +30 percent, then recrosses it on is 
way back to zero. The two dashed lines represent buy signals using the same 
approach lor the oversold zone. Such signals often indicate that psychology 
has moved too much in a bullish direction and that the global equity cycle 
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is due for a correction. During the 40-year period covered by the chart, there 
were numerous timely signals. However, there were also some failures, such 
as the late signal in 1984 and 1987 and the nonexistent declines that fol- 
lowed two signals in the late 1990s. 


New Highs and Diffusion Indexes 

The World Index can also be used with net new high data. Chart 30-3 was 
constructed using the popular MetaStock program. In this instance new 
highs and lows are calculated for a basket of individual stock markets. 
Instead of the normal time span of 52 weeks, I chose a 13-week period and 
smoothed the data with a 6-week simple moving average (MA). Thirteen 
weeks is, of course, a quarter of a year and appears to work quite well. The 
arrows indicate overbought/oversold crossovers as well as those periods 
when it was possible to construct trendlines for the net new high series. Most 
of the time the +7.5 percent overbought crossovers are followed by inter- 
mediate corrections. However, when the indicator reached +10 percent and 
reversed, such as during 1998 and 2000, a more severe decline appears to 
follow. 


Chart 30-2 MSCI World Stock Index, 1960-2001, and an 18-month ROC. (From 
www.pring.com.) 


568 


Part 111: Other Aspects of Market Behavior 


8 



w 


ft ! 





Chart 30-3 MSCI Work! Stock Index, 1993-2001, and a World Net New High Indicator 
(From www.pring com,) 



Chart 30-4 shows a different re presen tad on. In this case it is two diffusion 
indicators. The one in the center panel is constructed from a basket of indi- 
vidual country indexes that are above their 6-month MAs and the lower one 
for a 12-month span. Both series were then smoothed with a 6-month MA 
to iron out unnecessary fluctuations. The vertical arrows show when both 
series rally From an oversold condition, which is usually indicative of a major 
advance in the World Index. Diffusion indexes really come into their own 
when it is possible to spot some really glaring divergences. In this instance 
we do not see very many, but one in particular stands out This is at die 1973 
lop. where both series are actually below zero when the MSCI is ex peri* 
encing its bull market high. Such action tells us that the World Index is 
being .supported by very few countries, yet at the same time many country 
indexes have already started to break down because they have violated their 
6- and 12-month MAs. At that point it is reasonable to conclude that the 
weight of the bearish markets will adversely affect the World Index itself. 

Chart 30-5 features another diffusion index. This time it is based on the 
percentage of country indexes that arc above their 40-day MAs. The plot- 
ted series is a ] Onlay smoothing of the raw data. Once again, wc can see one 
glaring divergence at the early 1998 bottom, where the diffusion index 
barely fell below zero as the MSCI was testing its low. Note also that it was 
possible to construct two trendlines, one For the diffusion indicator and 
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Chart 30-4 MSCI World Stock Index, 1968-2001, and two diffusion indicators. {From 
unuw.pring.com .) 



another for the index itself. Not surprisingly, a spirited rally followed die 
divergence and trendline violations. The diffusion index was also quite use- 
ful in signaling small tops and bottoms as it recrossed its overbought and 
oversold zones. 


Individual Country Selection 

Today there are a variety of ways in which investments or trades can be exe- 
cuted in specific markets. Individual stocks can be purchased through bro- 
kers with an international presence, through American depositary receipts 
(ADRs) and so on. In recent years the exchanges of most countries have 
established futures markets on key indexes. Exposure can also he achieved 
through closed and open-ended mutual funds that specialize in individual 
countries or regions. Baskets of stocks reflecting the principal indexes of 
many countries, known as webs, are also traded on the AMEX. Similar vehi- 
cles are also available on the NYSE. 

The key to selecting better performing stock markets is the adopdon of 
relative strength (RS) analysis using the principles outlined in Chapter 16. 
Chart 30-6 shows the SfeP Composite and its RS line against the MSCI World 
Stock Index together with two KSTs of the same series. During the period 
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Chart 30-5 MSCI World Stock Index, 1997-1998, and a short-term diffusion indicator 
(From www.pnng.com.) "«uiuuor. 



covered by die chart, there were three major changes in the RS action as 
flagged by trendline violations. The first was a sell signal in 1985. Note how 
the relative KST was barely able to rally above zero at the time, and later 
gave a sell signal by crossing below its MA. The S&P itself rallied quite nicely 
over the corning years, but tire persistent drop in the RS line indicated that 
theie were far better countries to invest in. 

The next reversal came as an upside trendline break for the RS line at 
the end of 1988. Note that both KSTs were also positive. Finally, two KST 
sell signals and an RS up trendline violation in early 1993 signal a 2-year 
period of underperfbnnance. 

Chart 30-7 shows the same arrangement for the Nikkei. Here, the story 
is very different because Japanese equities were in a secular RS decline 
between 1990 and 2001. There was only one instance of a clear-cut buy or 
sell signal and that developed at. the end of 1999 when both series violated 
down tt endlines and each KST went positive. Even so, the RS trend 
temained t datively weak since the line was unable to rally above its secular 
down ti endline. At the very end of the chart, the technical position 
appeared to he improving because the RS KST had not only diverged pos- 
itive!) with the RS line, but the line itself had violated an up trendline. 
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Chart 30-6 The S&P Composite versus the MSCI World Stock Index, 1978-1995. ( From 
www.pring.com .) 



Chart 30-7 The Nikkei versus the MSCI World Stock Index, 1991-2001. ( From 
www. pring. com.) 



RS of long-term KST 
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Sometimes it’s possible to isolate a characteristic for a specific market. In 
this respect Chart 30-8 shows the German DAX Index together with its 18- 
month ROC. Overbought recrossovers have a 40-year history of offering rea- 
sonable primary trend sell signals. They are certainly not perfect, but a 
downside penetration of the +50 percent level is reasonably consistent. 

Chart 30-9 features the RS line for the Sydney All Ordinaries Index. The 
series in the upper panel is the Commodity Research Board (CRB) Spot Raw 
Materials Index and the vertical lines mark the commodity peaks and 
troughs. The Australian market has a very high natural resource weighting, 
and it is fairly evident from the chart that most of the time when com- 
modities are in a bull market, the All Ords are experiencing superior RS, 
and vice versa. There are exceptions, such as the 1986-1989 commodity rally, 
when the All Ords underperformed, but by and large this relationship has 
worked pretty well. 


Chart 30-8 The DAX, 1950-2001, and an 18-month ROC. (From www.pring.com.) 
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Chart 30-9 CRB Spot Raw Materials versus the Sydney All Ordinaries Index, 1974-2001. 



Summary 

• There is a definite 4-year global equity cycle. 

• Recent technological innovation and other factors have lead to a much 
closer relationship between equity markets around the world. 

• Diffusion indexes, net new highs, and other breadth-based indicators 
incorporating individual country indexes can be used for identifying trend 
reversals in the World Index. 

• Relative strength is the best tool for identifying markets that are likely to 
out- or underperform the World Index. 
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31 

Technical Analysis 
of Individual Stocks 

A useful systematic approach lor stock selection is known as the top clown 
approach. In this case the “top” represents an analysis of whether equities 
in general are experiencing a primary bull or bear market. Since most 
equities rise during a bull market and decline during a bear trend, the first 
step establishes whether the overall environment is likely to be positive or 
negative. 

The next step involves an appraisal of the various industry groups, since 
equities in the same industry generally move together. Once an attractive 
group has been isolated, the final stage involves the selection of individual 
stocks. This approach is discussed later, but first, here are some general 
observations. 

All investors and traders would like their selections to appreciate rapidly 
in price, but stacks that satisfy this wish tend to be accompanied by a sub- 
stantially greater amount of risk than most of us are willing to accept. Stocks 
that usually move up sharply in price typically have a high beta (that is, they 
are very sensitive to market movements), a very small float (that is, they are 
illiquid and very price sensitive to a small increase in volume), or a very 
strong earnings momentum resulting in constant upward revisions in the 
price/ earnings multiple. Others may be experiencing a turnaround situa- 
tion in which the price has fallen to unrealistically low levels, so that the 
slightest good news has an explosive effect on the price. 

These are all fundamental factors and really fall outside the scope of this 
book. However, it is important to understand that investors can be very fash' 
ion conscious when it comes to stock ownership. When prices have been 
bid up to unrealistically high levels and the media are covering positive 
developments in cover stories, major articles, and so on, the chances are that 


the bullish arguments are understood by virtually all market participants. 
At this point virtually everyone who wants to buy has already done so and 
the stock is said to be overowned. This happened to the pollution control 
group (waste management) in the late 1960s, the so-called glamor growth 
stocks in 1973, the oil stocks in 1980, and the technology stocks in the spring 
of 2000. When the news is so bad that it appears that profits will never 
recover, or that the company might file for bankruptcy, the opposite con- 
dition sets in and the stock is said to be underowned. Real estate investment 
trusts in 1974 and tire stocks in 1980 are examples of underownership. Not 
all companies move to such extremes, but it is important to recognize that 
the psychological process exists. 

A position of overownership usually takes several business cycles to 
develop, creating what is called a secular rise. Similarly, a position of under- 
ownership, in which a stock becomes totally out of fashion, usually takes 
many years to materialize. 

Stock Selection from a 
Secular Point of View 

General 

It makes sense to start off from a very long term or secular point of view, 
gradually working down to the short-term aspects. Ideally, the selection 
process should begin by determining whether the stock in question is in a 
secular advance or decline in order to gain some idea of where the stock 
might be in its ownership cycle. Chart 31-1 shows Cominco, a Canadian min- 
ing company, which went through many cycles between the 1970s and the 
turn of the century. Stocks in resource and basic industries, such as 
Cominco, are called cyclical stocks since they offer great profit opportuni- 
ties over one or two business cycles but are rarely profitable using the buy- 
hold approach. 

Because of the long-term growth characteristics of the global economy, 
most stocks exhibit characteristics of a long-term secular advance inter- 
rupted by mild cyclical corrections or multiyear trading ranges. An exam- 
ple is shown in Chart 31-2, featuring Alberto Culver. Several secular trends 
are evident. The termination of the first is signaled by a joint trendline 
break in the price and the relative strength (RS) line in 1991. You may 
notice that the trendline for the RS is penetrated very briefly in 1985. Some 
might regard this as sacrilege, but I prefer to construct trendlines that best 
reflect the trend in a commonsense way, rather than one that joins the low 
with the initial corrective bottom. If it is possible to do that, and the line 
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Chart 31-1 Cominco, 1970-2001. (From Telescan.) 



can also be touched on more occasions, that is fine. However, if it is not, 
as would have been the result in this case, then it makes more sense to make 
an exception and construct the line through one of the bottoms instead 
of just touching it. 

Later we see a couple of 4-year down trendlines violated and in 1998 the 
penetration of two up trendlines. Both moving averages (MAs) have a 104- 
week (24-month) time span and are penetrated at around the same time as 
the trendlines. 

I have incorporated the RS line into most of the charts in this chapter for 
two reasons. First, RS trends and divergences can be very helpful in under- 
standing the strength or weakness in the underlying technical structure. 
Second, when a stock is purchased, it is far better for it to be in a trend that 
is outperforming than underperforming the market. Chart 31-3 offers a clas- 
sic example of this. During the 20-year period covered by the chart. Reliant 
Energy was in a secular uptrend. This looked good on the surface, but a 
quick glance at the RS line indicates that it was in a secular downtrend in 
terms of relative performance. Note that it was possible to construct two 
trendlines for the price. The dashed one is an extremely good example of 
why it is a good idea to extend a trendline once it has been violated. Note 
how the extended line became formidable resistance several times in the 
mid- to late 1990s. Even when the price broke above the line at the turn of 
the century, the retracement move found support there. 


Technical Analysis of Individual Stocks 


577 









578 


Part III: Other Aspects of Market Behavior 


Finally, ADM experiences a secular break to the downside in 1998 (Chart 
31-4). Its RS line also completed a downward head-and-shoulders top. Note 
that in ADM’s case advance warning of potential weakness was given first by 
the failure of the RS line to confirm the new high in the price in 1995 (at 
the tip of the horizontal arrow) and then to diverge negatively with the late- 
1997 high. 

These examples point up the differing life cycles and characteristics of 
individual stocks. Investors who are able to identify secular trend reversals 
in price and relative action are in a position to profit from extremes in the 
ownership cycle. Consequently, a very long term chart can provide a useful 
starting point for stock selection. 


Major Price Patterns (Long Bases) 

In Chapter 5, the relationship between the size of the formation and the 
ensuing price move in terms of both magnitude and duration was estab- 
lished. The larger the base, the farther they can race! Or the greater the 
top, the more they will drop! One of the best methods of stock selection for 
those with a patient long-term horizon is to search through long-term chart 
books (such as the SRC Green Book at www.babson. com/charts/ 


Chart 31-4 ADM. 1980-2001. (From www.pring. com.) 
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longterm.html) or your own downloaded database for issues that are emerg- 
ing from or pulling back to long-term bases. By definition, there are few 
points in a stock’s lifetime at which condition is prevalent, but when it can 
be spotted it is well worthwhile. At any one time there are usually at least a 
few of these situations developing. When it is possible to spot a lot of can- 
didates simultaneously forming large bases, this usually means that the mar- 
ket as a whole or the stock group or groups in question are on the verge of* 
a secular advance. In the late 1940s and the late 1970s, for example, there 
were numerous stocks breaking out from multiyear bases. Not surprisingly, 
the market itself experienced a strong secular advance in both instances. 

Chart 31-5 shows an example for Andrew Corp. breaking out from a 
6-year base in 1991; a good rally, more than meeting the objective of the 
pattern followed. Later the joint penetration of a 6-year up trendline indi- 
cated that the strong uptrend was unlikely to continue. In the case of the 
price, this was followed by a consolidation and for the RS line an actual 
trend reversal. 

Applied Materials experienced a breakout from a 10-vear base (Chart 
31-6) in late 1992. The uptrend in the price continued until at. least die 
spring of 2001, but the RS up trendline was temporarily violated in 1 998 and 

2000! 


Chart 31-5 Andrew Corp. 1980-2001. (From Lwiutu.pring.com.) 
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Chart 31-6 Applied Materials, 1980-2001. {From www.pring.com.) 



Some Basic Principles of 
Stock Selection During a 
Primary Bull Market 

General 

A bull market has been defined as an environment when most stocks are 
moving up most of the time for an extended period. In this case the 
extended period should be expected to last between 9 months and possi- 
bly as long as 2 to 3 years. A bear market is exactly the opposite, except that 
the average bear market typically unfolds over a shorter period. When expo- 
sure to the stock market is contemplated, it is clearly better for both 
investors and short-term traders with a 2- to 3-week horizon to be buying 
when the primary trend is positive. It is true that some stocks experience 
primary bull trends when the overall market is in a primary bear trend, but 
the law of probability indicates that it is much more difficult to make money 
when swimming against an overall bearish environment. We must also 
remember that because of the group rotation process, different stock 
groups are experiencing different phases of their bull and bear cycles 
simultaneously 1 . Thus, while the S&P, for instance, may have just embarked 
on the first downleg of a new bear market, lagging groups, such as mines, 
may still be experiencing the final leg of their bull market The selection 

Table 19-1 offers a rough approximation of where various industry groups fall into the mar- 
ket cycle. 
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process at this stage of the cycle is much more difficult, but there are still 
opportunities offering substantial upside magnitude at this juncture. 

The performance of specific issues can differ widely, not only over the 
course of the total market bull move, but during its various stages. This con- 
cept was described in Chapter 19, which outlined the group rotation 
process. 

The first step is to decide whether the market is in a primary bull or bear 
trend using the principles outlined earlier. If it is fairly evident that a bull 
market began some time ago and there are few signs of a bear market, then 
intermediate lows are a good place to begin the analysis. I’ll have more to 
say on that one later, but for now, let’s assume that there is ample evidence 
that a new bull market is just beginning. Signs would include the observa- 
tion that the A/D line had been falling for a year or more. We would also 
probably see a confirmed new trend of declining interest rates, an oversold 
condition in the long-term momentum indicators, lots of media coverage 
on weakness in the stock market and the economy, layoffs at major bro- 
kerage firms, and so on. 

If all of these conditions were present, it would be an odds~on probabil- 
ity that the market was either at or very close to a bear market low. 


Selecting Stocks Close 
to a Bear Market Low 

The next step would be an examination of the technical position of the var- 
ious industry groups, especially the early cycle leaders, to make sure that they 
are technically sound on both an absolute and relative basis. Finally, an 
examination of the stocks within the groups found to be the most attractive 
should be undertaken. 

In this respect the obvious starting points would be an analysis of the rel- 
ative positions of the various industry groups in terms of the group rotation 
process described in Chapter 19. Not all groups fit into the cycle. Of the 
groups that do fit, not all respond in the way expected in each cycle. 
However, an analysis of the energy and financial sectors or the banks and 
aluminums would be a good point to determine whether the cycle is in an 
inflationary or deflationary phase. The next step would be to analyze the 
groups that were akin to die sector that looked more promising. We will do 
that later, but for now let us assume that we have been lucky enough to iden- 
tify a bear market low. 

The 1990 bottom met these requirements. The S&P Composite actually 
fell for a relatively short period of time, yet the NYSE daily A/D line had 
been declining for over a year by the time the market bottomed in late 1990. 
One of the good-looking groups falling into the early leader category at 



582 



Part III: Other Aspects of Market Behavior 


the end of 1990 was the brokerage industry. What made them especially 
appealing as a contrary player was the BusinessWeek cover story, cited in 
Chapter 27, questioning the future of the industry. 

Technically, Chart 31-7 shows that the KSTs completed a base in early 
1991. The RS line was ahead of the game because it experienced an 8-year 
down trendline break a couple of months earlier, right at the turn of the 
year. As the RS line was breaking out, the KSTs had simultaneously violated 
a smaller down trendline and crossed above its 24-month MA. The RS line 
also crossed above its 24-month MA. Both KSTs triggered bullish signals as 
well. Note how the RS line made a slighdy lower low in 1990 than in 1987, 
but the RS KST did not. 2 This positive divergence added icing to the bull- 
ish case, indicating the odds of an emerging bull market to be quite high. 
The dotted vertical line on this chart indicates the approximate point 
where the initial trend breaks took place. They are replicated on Charts 31- 
8 to 31-13, which feature individual stocks. 

Merrill Lynch (MER), the largest broker, is featured in Charts 31-8 and 31-9. 
MER violated a 2-year down trendline for the absolute price and an 8-year 
down trendline for the RS line against the S&R Since both KSTs were turn- 
ing bullish and the absolute one was actually completing a reverse head-and- 
shoulders pattern, MER would have qualified as a buy. Later, the bullish picture 
was completed as the 8-year down trendline for the absolute price was pene- 
trated on the upside. Chart 31-9 shows the price together with a 4-week MA 
of the RS line against the Brokerage Index itself. A rising line means that the 
stock is outperforming the Brokerage Index, and vice versa. It is fairly evident 
at the opening of 1991 that the stock’s RS line had broken its downtrend and 
was therefore likely to outperform both the S&P and the Brokerage Index. 

Legg Mason (Chart 31-10) was also in a bullish position since both the 
absolute and relative prices had broken out from bases, and their respec- 
tive KSTs had gone bullish. Indeed, the relative KST was actually diverging 
positively from the RS line. This sideways action actually contained more 
bullish potential than the technical position of MER, which was reversing 
from a downtrend. As it turned out, Chart 31-1 1 shows us that the RS line 
against the Brokerage Index was actually tracing out a top. Unfortunately, 
that was not known at the time of the breakout (that is, at the dotted verti- 
cal line). There was little doubt by the early spring of 1991 that a switch to 
another broker would have made sense since the RS line completed the top 
and dropped below its 65-week EMA. 

Finally, Raymond James (Charts 31-12 and 31-13) came away virtually 
unscathed from the 1989-1990 bear market. At the time of the broker 

2 PIease note that if you are unable to plot the KST substitute using various combinations of 
MACD, parameters are perfectly acceptable provided the resultant indicator retains a smooth 
rather than jagged characteristic. 
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Chart 31-8 Merrill Lynch, 1983-1993, and three indicators. ( From ivivw.pring.com.) 
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numerous whipsaws. One way around this is to construct a smoothed long- 
term momentum indicator, such as a KST. KST MA crossovers are then used 
as a proxy for when a change in leadership might he taking place. The 
arrows on the chart flag such reversals. The first arrow in December 1986 
is the one we shall be focusing on. This downside reversal indicated a switch 
to lagging stocks. At the time it was possible to note breakouts in such groups 
as steels, aluminums, and so on. I decided to lake a closer look at the semi- 
conductors, another lagging group, as represented in Chart 31-15. It looked 
pretty good going into 1987 as both the absolute and RS lines broke out, 
and the two KST’s gave buy signals. Please remember that if you do not have 
access to the KST, another smoothed momentum indicator, such as a 
smoothed stochastic, trend deviation, and so on, can be substituted. In this 
instance the rally only lasted just over half a year. Normally, we would expect 
a more extended trend to follow such an exercise, say between 1 to 3 years. 

Intel, featured in Chart 31-16, looked to be a good buy because it had bro- 
ken out on both an absolute and RS basis just as the Index itself had. 
Moreover, the two KST’s has also gone bullish. Intel would certainly have 
qualified as a buy. 

Another stock in the group, AMD, did not look so exciting. It’s true that 
the absolute price broke out and the two KSTs went bullish. However, as 


Chart 31-14 Property Casualty/Alum inum ratio, 1 985-200 1 , and a long-term KST. (., From 
www.pring.com .) 
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Chart 31-17 Advanced Micro, 1984-1990, and three indicators. { From www.pring.cow.) 
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Chart 31-17 shows, the RS line never managed to break above its down trend- 
line. Conclusive evidence that there were better semiconductor candidates 
came from Chart 31-18, which indicated that the RS of the stock against the 
group index never broke its downtrend throughout 1987. 


Short-Term Analysis 

Short-term traders will need to adopt one more stage to the analysis, and 
that is to make sure that prior to a purchase the stock in question is in a 
technically strong short-term position as well as being in a constructive mode 
from a long-term point of view. 

Chart 31-19 shows McKesson with a short- and long-term KST, both based 
on daily data. In this case the long-term KST uses the same time frames as 
the monthly formula, but it is multiplied by 21 to correspond to the approx- 
imate average trading days in a month. The vertical thick black line indi- 
cates the low point separating the bear market on the left from the primary 
bull trend on the right. The letters mark the short-term KST buy signals that 
developed close to or below zero. Other smoothed short-term oscillators, 
such as a stochastic, smoothed RSI, MACD, and so on, could, of course, be 
substituted for the KST. Note that none of the signals labeled A to D had 
any form of upside magnitude, with the exception of C. Even here, the nice 


Chart 31-19 McKesson, 1999-2001, and two indicators. ( From www.pring.com.) 
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trendline break in the price was followed by a whipsaw breakout, simply 
because this was a bear market environment. This again emphasi7.es tie- 
point that the best signals generally go with the trend. This is not the same 
thing as saying that all short-term bear market buy signals result in whip- 
saws and all protrend moves will be successful. For example, the buy signal 
at H took place during the bull move but was essentially a false signal. Again, 
we could filter this one out, because it was not possible to construct a mean- 
ingful trendline as it was at /', G, and /. 

The signal labeled E, of course, was the most successful, but at. the time 
the long-term KST had not crossed above its MA. However, one of the prin- 
ciples of interpretation allows us to anticipate a reversal if the KST has flat- 
tened, and if a trendline break in the price or short-term KSTs is sufficient 
to anticipate a reversal. In this case an 8-mont.h down trendline in the pi ice 
had been violated, the short-term KST had gone bullish, and diverged pos- 
itively with the price twice. Consequently, there would have been enough evi- 
dence to have concluded that the odds favored a long-term KST buy signal. 

Sometimes, when a computer. scanning exercise returns a long-term 
smoothed momentum buy signal, the short-term situation is overbought. 
Chart 31-20 offers an example for IBM at arrow A. In such situations it 
doesn’t matter too much for a long-term investor, but for a short-term trader 
entering when the price is overbought, it ran prove disastrous. Chart 31-20 
shows that the first opportunity to buy, once the long-term KST had crossed 


Chart 31-20 IBM, 1993-1994, and two indicators. {From www.pring.com .) 
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its MA, came under the cloud of a short-term overbought situation. The next 
one came at B when the price broke above a small trendline and the short- 
term KST triggered a buy signal. Even this was not the greatest of signals, 
but at least the entry price was lower than at the time of the bullish long- 
term KST signal. The best signal of all developed at X when the price vio- 
lated a down trendline, and the short-term KST went bullish. Note also that 
the KST was barely below zero at the time, which was a tip-off for the sharp 
rally that followed. Since the long-term KST had reversed to the upside at 
this point, it would have been reasonable to use all this positive evidence to 
conclude that the probabilities strongly favored a long-term MA crossover. 

I am not going to say that anticipating a long-term buy signal will work 
every time, but it is certainly true that on many occasions the first rally com- 
ing off a bear market low turns out to be very worthwhile. 


Summary 1 

• Most stocks go through ownership cycles, which normally take a long time j 

to complete. It is important to identify whether a stock is in a secular j 

uptrend or downtrend in order to better understand its position within 1 

its ownership cycle. | 

• Substantial profit potential is available to the long-term investor who can 5 

identify stocks that are breaking out from extended bases accompanied 

by expanding volume and an improving long-term trend in RS. 

• A bull market generally carries most stocks with it, but the performance 
of individual issues can vary enormously, both over the course of the pri- 
mary upmove and within it. 

• Once a favorable market environment has been established, the process 

of selecting stocks should begin with the isolation of promising industry 
groups with a positive long-term technical position. I 

• Once attractive groups have been isolated, it is important to look for stocks 1 

that are outperforming the industry group index. | 


Epilogue 


The suggestion was made at the outset that the keys to success in the stock 
market are knowledge and action. The knowledge part of the equation has 
been discussed as comprehensively as possible, but the final word has been 
reserved for investor action, since the way in which knowledge is used is just 
as important as understanding the process itself. 

Indicated in the following are some common errors that all of us com- 
mit more often than we would like to admit. The most obvious of these can 
be avoided by applying the accompanying principles. 

1. Perspective . The interpretation of any indicator should not be based on 
short-term trading patterns; the longer-term implications should always 
be considered. 

2. Objectivity. A conclusion should not be drawn on the basis of one or two 
reliable or favorite indicators. The possibility that these indicators could 
give misleading signals demonstrates the need to form a balanced view 
derived from all available information. Objectivity also implies removing 
as much emotion from the trading and investing process as possible. If 
incorrect decisions are being made, they will almost always come from a 
position of mental imbalance. Every effort should therefore be made to 
reduce the emotional content of any decision on both the buy and sell 
sides. 

3. Humility. One of the hardest lessons in life is learning to admit a mistake. 
The knowledge of all market participants in the aggregate is, and always 
will be, greater than that of any one individual or group of individuals. 
This knowledge is expressed in the action of the market itself, as reflected 
by the various indicators. Anyone who fights the tape or the verdict of 
the market will swiftly suffer the consequences. Under such circum- 
stances, it is as well to become humble and let the market give its own 
verdict. A review of the indicators will frequently suggest the future direc- 
tion of prices. Occasionally, the analysis proves to be wrong, and the mar- 
ket fails to act as anticipated. If this unexpected action changes the basis 
on which the original conclusion was drawn, it is wise to admit the mis- 
take and alter the conclusion. 


g:. 
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4. Tenacity . If the circumstances outlined previously develop, but it is con- 
sidered that the technical position has no* changed, the original opinion 
should not be changed either. 

5. Independent thought If a review of the indicators suggests a position that 
is not attuned to the majority view, that conclusion is probably well 
founded. On the other hand, a conclusion should never be drawn sim- 
ply because it is opposed to the majority view. In other words contrari- 
ness for its own sake is not valid. Since the majority conclusion is usually 
based on false assumptions, it is prudent to examine such assumptions 
to determine their accuracy. 

6. Simplicity. Most things done Well are also done simply. Because the mar- 
ket operates on common sense, the best approaches to it are basically 
very simple. If an analyst must resort to complex computer programming 
and model building, the chances are that he or she has not mastered the 
basic techniques and therefore requires an analytical crutch. 

7. Discretion . There is a persistent temptation to call every possible market 
turn, along with the duration of every move a security is likely to make. 
This deluded belief in one’s power to pull off the impossible inevitably 
results in failure, a loss of confidence, and damage to one’s reputation. 
For this reason, analysis should concentrate on identifying major turn- 
ing points rather than predicting the duration of a move — there is no 
known formula on which consistent and accurate forecasts of this type 
can be based. 


Appendix 

The Elliott Wave 

Introduction 

The Elliott wave principle was established by R. N. Elliott and was first pub- 
| lished in a series of articles in Financial World in 1939. The basis of the Elliott 

wave theory developed from the observation that rhythmic regularity has 
been the law of creation since the beginning of time. Elliott noted that all 
1 cycles in nature, whether of the tide, the heavenly bodies, the planets, day 
| and night, or even life and death, had the capability for repeating them- 
selves indefinitely. Those cyclical movements were characterized by two 
% forces: one building up and the other tearing down. 

The principal part of the theory is concerned with form or wave patterns, 
but other aspects include ratio and time. In this case, pattern does not refer 
% to the types of formation covered in earlier chapters, but to a waveform, 
f Ratio refers to the concept of price retracements and time to the period sep- 
arating important peaks and troughs. 

Chapter 15 described several techniques based on the Fibonacci number 
sequence. This same sequence forms the basis for retracement and time 
development in Elliott theory. 


f The Fibonacci Sequence 

I This concept of natural law also embraces an extraordinary numerical 
f' series discovered by a thirteenth-century mathematician named Fibonacci. 
!’ The series that carries his name is derived by taking the number 2 and 
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adding to it the previous number in the series. Thus, 2 + 1=3, then 3 + 2 
= 5, 5 + 3 = 8, 8 + 5 = 13, 13 + 8 = 21, 21 + 13 = 34, and so on. The series 
becomes 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, and so on. It has a num- 
ber of fascinating properties, among which are the following: 

1. The sum of any two consecutive numbers forms the number following 
them. Thus, 3 + 5 = 8 and 5 + 8 - 13, and so on. 

2. The ratio of any number to its next higher is 61.8 to 100, and the ratio 
of any number to its next lower is 161.8 to 100. 

3. The ratio 1.68 multiplied by the ratio 0.618 equals 1. 

The connection between Elliott's observation of repeating cycles of nature 
and the Fibonacci summation series is that the Fibonacci numbers and pro- 
portions are found in many manifestations of nature. For example, a sun- 
flower has 89 curves, of which 55 wind in one direction and 34 in the 
opposite direction. In music, an octave comprises 13 keys on a piano, with 
5 black notes and 8 white. Trees always branch from the base in Fibonacci 
series, and so on. 


The Wave Principle 

Combining his observation of natural cycles with his knowledge of the 
Fibonacci series, Elliott noted that the market moves forward in a series of 
five waves and then declines in a series of three waves. He concluded that 
a single cycle comprised eight waves, as shown in Fig. A-l (3, 5, and 8 are, 
of course, Fibonacci numbers). 

The upper part of the cycle consists of five waves. Waves 1, 3, and 5 are 
protrend moves and are called impulse waves. Waves 2 and 4, on the other 
hand, are called corrective waves because they correct waves 1 and 3. The 
declining part of the cycle consists of three waves, known as a, b, and c. 

The longest cycle in the Elliott concept is called the grand supercycle . In 
turn, each grand supercycle can be subdivided into eight supercycle waves, 
each of which is then divided into eight cycle waves. The process continues 
to embrace primary, intermediate, minute, minuette, and subminuette 
waves. The various details are highly intricate, but the general picture is rep- 
resented in Figs. A-l and A-2. 

Figure A-2 shows a complete cycle with its subwaves. The determinant of 
whether a wave divides into five or three is the direction of the next largest 
wave. Corrections are always three-wave affairs. 
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Figure A-l Typical cycle. 



j Figure A-2 Complete cycle with subwaves. 



Figures A-3 and A-4 show Elliott in historical perspective. Figure A-3 illus- 
trates the first five waves of the grand supercycle, which Elliott deemed to 
have begun in 1800. Some Elliott wave theoreticians believe that the grand 
supercycle peaked at the end of the twentieth century. 

As the wave principle is one of form, there is no way to determine when 
the three corrective waves are likely to appear. However, the frequent recur- 
rences of Fibonacci numbers representing time spans between peaks and 
troughs are probably beyond coincidence. These time spans are shown in 
Table A-l. 

More recently, 8 years occurred between the 1966 and 1974 bottoms, the 
1968 and 1976 tops, and the 1990 and 1998 bottoms. Also, there were 5 
years between the 1968 and 1973 tops, for example. By the same token, 
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there are many peaks and troughs that are not separated by numbers in 
this sequence. 

It can readily be seen that the real problem with Elliott is interpretation. 
Indeed, every wave theorist (including Elliott himself) has at some time or 
another become entangled with the question of where one wave finished 
and another started. As far as the Fibonacci time spans are concerned, 
although these periods recur frequendy, it is extremely difficult to use this 
principle as a basis for forecasting; there are no indications whether time 
spans based on these numbers will produce tops to tops or bottoms to tops, 
or something else, and the permutations are infinite. 

We have hardly scratched the surface, and in some respects the old maxim 
“A little knowledge is a dangerous thing” applies probably more to Elliott 
than to any other market theorist. Its subjectivity in itself can be dangerous 
because the market is very subject to emotional influences. Consequently, 
the weight given to Elliott interpretations should probably be downplayed. 
Those wishing to pursue this theory in greater detail are referred to the clas- 
sic text on the subject, by Frost and Prechter, called Elliott Wave Principle , 
Gainsville, GA, New Classics Library, 1978, since the theory has been 
described in this Appendix only in its barest outiine. 



Figure A-3 The grand supercycle. 



Figure A-4 Supercycle. 
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Table A-l Time Spans B etween Stock Market Peaks and Troughs 

Length of cycle 


Year started 

Position 

Year ended 

Position 

(years) 

1916 

Top 

1921 

Bottom 

5 

1919 

Top 

1924 

Bottom 

5 

1924 

Bottom 

1929 

Top 

5 

1932 

Bottom 

1937 

Top 

5 

1937 

Top 

1942 

Btoom 

5 

1956 

Top 

1961 

Top 

5 

1961 

Top 

1966 

Top 

5 

1916 

Top 

1924 

Bottom 

8 

1921 

Bottom 

1929 

Top 

8 

1924 

Bottom 

1932 

Bottom 

8 

1929 

Top 

1937 

Top 

8 

1938 

Bottom 

1946 

Top 

8 

1949 

Bottom 

1957 

Bottom 

8 

1960 

Bottom 

1968 

Top 

8 

1962 

Bottom 

1970 

Bottom 

8 

1916 

Top 

1929 

Top 

13 

1919 

Top 

1932 

Bottom 

13 

1924 

Bottom 

1937 

Top 

13 

1929 

Top 

1942 

Bottom 

13 

1949 

Bottom 

1962 

Bottom 

13 

1953 

Bottom 

1966 

Bottom 

13 

1957 

Bottom 

1970 

Bottom 

13 

1916 

Top 

1937 

Top 

21 

1921 

Bottom 

1942 

Bottom 

21 

1932 

Bottom 

1953 

Bottom 

21 

1949 

Bottom 

1970 

bottom 

21 

1953 

Bottom 

1974 

Bottom 

21 

1919 

Top 

1953 

Bottom 

34 

1932 

Bottom 

1966 

Top 

34 

1942 

Bottom 

1976 

Top 

34 

1919 

Top 

1974 

Bottom 

55 

1921 

Bottom 

1976 

Top 

55 
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Glossary 


Advance/Decline (A/D) line An A/D line is constructed from a cumula- 
tive plurality of a set of data over a specified period (usually daily or weekly) . 
The result is plotted as a continuous line. The A/D line and market aver- 
ages usually move in the same direction. Failure of the A/D line to confirm 
a new high in the market average is a sign of weakness, whereas failure of 
the A/D line to confirm a new low by the market averages is a sign of tech- 
nical strength. 

Advisory services Privately circulated publications that comment upon the 
future course of financial markets, and for which a subscription is usually 
required. 

Bear trap A signal that suggests that the rising trend of a security has 
reversed, but which soon proves to be false. 

Breadth (in the market) The term breadth relates to the number of issues 
participating in a move. A rally is considered suspect if the number of 
advancing issues is diminishing as the rally develops. Conversely, a decline 
that is associated with fewer stocks falling is considered to be a bullish sign. 

Bull trap A signal that suggests that the declining trend of a security has 
reversed, but which soon proves to be false. 

Customer free balances The total amount of unused money on deposit in 
brokerage accounts. These are “free” funds representing cash that may be 
employed in the purchase of securities. 

Cyclical investing The process of buying and selling stocks based on a 
longer-term or primary market move. The cycle approximates to the 4-year 
business cycle, to which such primary movements in stock prices are nor- 
mally related. 

Divergence A nonconfirmation that is not cleared up. Negative diver- 
gences occur at market peaks, while positive divergences develop at market 
bottoms. The significance of a divergence is a direct function of its size— 
that is, over time and the number of divergences in a given situation. 


Glossary 

Insider Any person who directly or indirecdy owns more than 10 percent 
of any class of stock listed on a national exchange or who is an officer or 
director of the company in question. 

Margin Occurs when an investor pays part of the purchase price of a secu- 
rity and borrows the balance, usually from a broker; the margin is the dif- 
ference between the market value of the stock and the loan that is made 
against it. In the futures markets, margin is a good-faith deposit for a con- 
tract for future delivery. 

Margin call The demand upon a customer to put up money or securities 
with a broker. The call is made if a customer’s equity in a margin account 
declines below a minimum standard set by the exchange or brokerage firm. 
This happens when there is a drop in price of the securities being held as 
collateral. 

Members Members of a stock exchange who are empowered to buy and 
sell securities on the floor of the exchange either for a client or for their 
own account. 

Momentum The underlying power or thrust behind an upward or down- 
ward price movement. Momentum is represented on a graph as a line that 
is continually fluctuating above and below a horizontal equilibrium level, 
which represents the halfway point between extreme readings. Momentum 
is a generic term embracing many different indicators, such as rate of 
change (ROC), relative strength indicators (RSIs), and stochastics. 

Moving average (MA) A simple MA is constructed by taking a mean aver- 
age of a time series over a given period. When the price crosses above or 
below the MA, a buy or sell signal is given. MAs often serve as support or 
resistance points. 

Moving average convergence divergence (MACD) An oscillator that mea- 
sures the distance between two simple or exponentially smoothed MAs. 

Nonconfirmation A market is said to be “in gear” when most averages and 
indicators that form a part of it confirm successive highs or lows. For exam- 
ple, when the Dow Jones Industrial Average (DJIA) makes new highs, but 
the A/D line does not, a nonconfirmation is said to occur. If other indica- 
tors or averages also fail to confirm, conditions are regarded as bearish until 
the nonconfirmations are cleared up, and vice versa. 

Odd lots Units of stock of less than 100 shares; these do not customarily 
appear on the tape. 
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Glossary 

Odd-lot shorts Odd lots that are sold short. Since odd lots are usually the 
vehicle of uninformed traders, a high level of odd-lot shorts in relation to 
total odd-lot sales often characterizes a major market bottom. A low level of 
odd-lot shorts compared with total odd-lot sales is a sign of a market top. 

Option The right to buy or sell specific securities at a specified price within 
a specified time. A put gives the holder the right to sell the stock, and a call 
gives the right to buy the stock. 

Overbought An opinion about the level of prices. It may refer to a spe- 
cific indicator or to the market as a whole after a period of vigorous buy- 
ing, after which it may be argued that prices are overextended for the time 
being and are in need of a period of downward or horizontal adjustment. 

Oversold An opinion about the level of prices. It is the opposite of over- 
bought — that is, a price move that has overextended itself on the downside. 

Price/ earnings ratio The ratio of the price of a stock to the earnings per 
share — that is, the total annual profit of a company divided by the number 
of shares outstanding. 

Price patterns When a trend reverses direction, the price action typically 
traces out a formation known as a price pattern. The larger and deeper the 
pattern, the greater is its significance. Patterns that are formed at market 
tops are called distribution formations, that is, the stock or market is assumed 
to be undergoing distribution from strong, informed hands to weak, unin- 
formed buyers. Price patterns at market bottoms are known as accumulation 
formations. Price formations may also represent temporary interruptions of 
the prevailing trend, in which case they are called continuation patterns. 

Rally A brisk rise following a decline or consolidation of the general price 
level of a security price. 

Reaction A temporary contratrend price weakness or consolidation fol- 
lowing an upswing. 

Relative strength (RS) comparative An RS line is calculated by dividing one 
security’s price by another. Usually, the divisor is a measure of the market, 
such as the DJIA or the Commodity Research Bureau (CRB) Commodity 
Index. A rising line indicates that the index or stock is performing better than 
the market, and vice versa. Trends in RS can be monitored by MA crossovers? 
trendline breaks, and so on, in the same way as any other price trend. 

Relative strength indicator (RSI) An oscillator measuring the internal 
momentum of a price series. The RSI is designed to oscillate between 0 and 
100. It can be calculated for any time span, but 14 days is the most com- 
monly used period. It should not be confused with comparative RS, which 
measures relative performance between two different spans. 


Glossary 

Secondary distribution or offering The redistribution of a block of stock 
some time after it has been sold by the issuing company. The transaction is 
handled off the exchanges by a securities firm or group of firms. The shares 
are usually offered at a fixed price, which is related to the current market 
price of the stock. 

Security A generic term applied to any freely traded entity, such as a stock, 
bond, currency, commodity, or market index. 

Short covering The process of buying back stock that has been sold short. 

Short-interest ratio The ratio of the short position to the average daily trad- 
ing volume of the month in question. A high short-interest ratio above 1.8 
used to be considered bullish, but recent distortions due to the active trad- 
ing of stock index futures and options have made this a less useful indica- 
tor than it once was. 

Short position (interest) The total amount of short sales outstanding on 
a specific exchange at a particular time. The short position is published 
monthly. 

Short selling Short selling is normally a speculative operation undertaken 
in the belief that the price of the shares will fall. The security is simply sold 
before it is bought. This process is accomplished in the stock market by bor- 
rowing stock from a broker in order to sell shares one does own. Most stock 
exchanges prohibit the short sale of a security below the price at which the 
last board lot was traded. This is not the case in the futures markets. 

Specialist A member of a stock exchange who acts as a specialist in a listed 
issue and who is registered with the exchange for that purpose. The mem- 
ber agrees to efficiently execute all orders and, insofar as reasonably prac- 
tical, to maintain a fair and orderly market in the issue or issues for which 
he or she is a specialist. 

Trendlines Trendlines are constructed by joining a series of descending 
peaks or ascending troughs. Greater significance is attached to the trend- 
line violation the more times it has been touched, the longer the line 
remains viable, and the less steep its angle. A trendline break does not nec- 
essarily signal a trend reversal, but can also result in a consolidation. 

Yield curve The structure of the level of interest rates through various 
maturities. Usually, the shorter the maturity, the lower the interest rate. 
Thus, 3-month T-bills usually yield less than 20-year government bonds. The 
slope of the yield curve relates to the speed, which rises as the maturity 
increases. In periods of tight money, short-term rates usually yield more than 
longer-term rates, and the curve is then called an inverse yield curve. 
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McClellan Summation Index, 
447-448, SG:142 
seasonal momentum, 454-460, 
SG: 142-1 43, SG:145 
Breadth momentum, 180-181, 
SG:66, SG:68, SG:7l 
Breadth oscillators (internal 
strength), 444-448 
Breakaway gaps, 104 
Breakout confirmation, SG:30-32, 
SG:37, SG:38 

Breakouts, SG:30-33, SG:37, SG:38 
channel, 149-150 
exhaustion, 73, 74, 149-150 
price as confirmation of, 
71,73-74 

symmetrical, 93-95 
validation of, 71, 73-77 
volume as confirmation of, 
74-77 

Breaks, trendlines, SG:51, SG:57 
British pound system, 554-558 
Broadening formations, 87-93 
consolidation, 90-91 
failures of, 90, 92 
flat top, 87, 89, 91 
orthodox, 90-93 
right-angled, 87-93 
Brokerage industry, 520, 533, 537, 
582-586 

Brokers Index, 582-586 


Index 

Brown, E.H. Phelps, 372 
Bull market (s) 
bonds in, 28 
corrections in, 54 
definition of, 353 
and discount rate, 477 
DJ averages in, 43-44 
in DJ Transport example, 

326 

duration of, 28 

and extreme swings, 193-195 

gold, 365 

H&S patterns in, 76-77, 82-85 
indicators of, 40-41 
intermediate trends of, 

51-52, 60-62 

in market cycle model, 15-16 
mega-overboughts and 
oversolds in, 190-192 
from 1942-1946, 77 
of 1990s, 36 

oscillators/ momentum in, 
187-189 

peaks, prolonged, 528 
primary, 38, SG:16 
reversals in, 56-58 
in rising secular trends, 18 
scale for, 143 
secondary, 38-39 
stock selection in, 580-581 
and utility stocks, 343 
Bull trap, 600 
Bullish belt hold, 266-267 
Bullish counterattack lines, 

268-269 

Business cycles, 26-35, SG:9-11, 
SG:13, SG:119 

and discounting mechanisms, 
26-28 


Index 

double, 31, 32, SG:9 
and financial markets, 8, 26-30, 
SG:9-11, SG:13 
and group rotation, 352-353 
idealized, 31 

leading/ lagging indicators in, 
27, SG.10 
longer, 31-32 

and market movements, 28-30 
| from 1966—2001, 33—35 

peaks and troughs in, 28, SG:10 
f role of technical analysis in, 

32, SG:11 

stages of, 30-31, SG:11, SG:13 
; Business Cycles (Joseph 

Schumpeter) , 370 

| Business Week , 519, 520, 522, 582 
I Buy-and-hold strategy, 1, 36, 488, 
SG:16, SG:19, SG:169 
;i Buy/sell signals, 44 

I c 

“Calendar Anomalies” (Bruce 
| Jacobs and Kenneth Levy), 387 

I Call option, 506, 507 

1 Canada, 353, 566 

I Canadian dollar, 161 

Candle charts, 257-276, 

| SG:87-89, SG:93 

| bar charts vs., 257 

I belt holds, 266-268, SG:90, 

1 SG:93 

construction of, 257-259 
continuation formations, 

270-272 

I counterattack lines, 268-269, 

SG:89 

dark clouds, 259, 260, 262, 
SG:88, SG:91, SG:93 


engulfing patterns, 259, 260, 
263, SG:87, SG:88, SG:93 
falling three method, 

270, 271, SG:89 
hammers, 258-261, 266, SG:88 
hanging men, 258, 260, 

266, 267 

harami formation, 266, 271, 
SG:88, SG:90, SG:91, SG:93 
piercing lines, 260, 262, SG:88, 
SG:90, SG:93 

reversal phenomena, 260—269 
rising three method, 261, 270, 

271, SG:89 

stars, 263-264, SG:89 
three black crows, 264-265 
time span for, 258 
tweezer tops and bottoms, 
265-267, SG:89 
umbrella lines, SG:88, SG:93 
upside gap, 270, SG:89 
upside gap two crows, 264 
volume, 273-275, SG:89 
and Western techniques, 272 
windows, 270, 271, SG:90, 
SG:93 

Capital investments, 372 
Carrying costs, 320 
Cash/assets ratio, 499-503, 
SG:152, SG:153 
Casualty companies, 356 
CBS Evening News, 521 
Centered averages, SG: 59-63 
Centered moving averages, 
SG:59, SG:63 
Centura Banks, 216, 217 
Chaikin, Marc, 422 
Chaikin Money Flow (CMF) 
indicator, 422-423, SG:137 
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Chande, Tushar, 221 
Chande momentum oscillator 
(CMO), 221-223, 324-327, 

SG:74, SG:75, SG:79 
Channels, trend, 148-150 
Chemical industry, 355, SG:116, 
SG:117 

Churning action, 402, 404 
Cisco, 333 

Citigroup, SG:5, SG:6 
Citigroup Consolidation, 83 
Citrix Systems, 421 
Classic gaps, 106 
CMF ( see Chaikin Money Flow 
indicator) 

CMO (see Chande momentum 
oscillator) 

CNBC ticker, 429 
Coils, 94 

Coincident indicators, 535-536 
Colby, Robert W., 171, 231 
Columbia Energy, 416, 418 
Cominco, 575, 576 
Commerce Department Capacity 
Utilization Index, 474 
Commodities, 26-33, SG:10, SG:13 
in global markets, 566 
and group rotation, 354 

1973 boom in, 527 

1974 boom in, 529 
in peak war, 374 

Commodity Index, 537 
Commodity Research Bureau 
(CRB), 543, 544 
Common gaps, 104 
Common Stocks as a Long-Term 
Investment (Edgar Smith), 378 
Commonality, 367 
Compaq, 419 


Complex divergences, 200-202, 
SG:68 

Composite market indexes, 
332-336 

Compound fulcrum patterns, 283 
Computer industry ( see 
Technology sector) 

ConAgra Inc., 314, 316 
Conference Board Leading 
Indicators, 474 
Confidence, 355, 501 
Consistency, 540, 546 
Consol Stores CP, SG:28-29, SG:36 
Consolidation broadening 
formations, 89, 91, SG.31, SG.37 
Consolidation patterns, 66, 71, 

89, 91, 138 

Consolidations, 138-142 
Consumer finance companies, 355 
Consumer nondurables, 534 
Consumer Price Index (CPI), 372 
Continuation breaks, SG:51, SG:57 
Continuation formations, 270-272 
Continuation gaps, 104-105 
Continuation patterns, 66, 81, 139 
Contrary opinion theory, 511-525, 
SG: 155-1 57 
application of technical 
analysis to, 522-524 
definition of, 511-513 
difficulty of applying, 515-516 
forming alternative scenarios 
for, 517-519 

and irrationality of crowds, 
513-515 

and short- vs. long-term turning 
points, 524-525 
steps to forming, 516-522 
Contratrends, SG:30 
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Convergence of simple averages, 
164, 167 

Convergent peaks and troughs, 93 
Coors, 406, 407 
Copper, 242-243 
Coppock, E.S.C., 209 
Coppock Index, 535 
Coppock Indicator, 210 
Com prices, 524 
Corporate issuers, bonds issued 
by, 466—467 

Corporate profits, 30, 464 
Corrective fan principle, 148, 
SG:55, SG:58 

Counterattack/meeting lines 
(Deai Sen/Gyakushu Sen), 
268-269, SG:87, SG:89 
Countertrends, 51-52, SG:21, 
SG:25 

CPI (Consumer Price Index), 372 
CRB ( see Commodity Research 
Bureau) 

CRB Spot Raw Materials Index: 
and group rotation, 360 
from 1966-2001, 33-35 
from 1985-1989, 543-544 
and short-term rates, 474 
Sydney All Ordinary Index vs., 
572, 573 

Credit, 374, 461, 501, SG:358 
Credit rating, bond, 467 
Crossovers, SG:60, SG:69, SG.72, 
SG:84 

equilibrium, 205—207 
MA, 307-311, 360-361 

overbought and oversold, 
189-190 
stochastic, 232 
validation of, 157-160 


The Crowd (Gustav Le Bon) ,511 
Crowd(s), 514-525, SG:156, 

SG:157 

application of technical analysis 
to, 522-524 
ascertaining thinking 
of, 517 

extremes of, 514—515, 518—522 
irrationality of, 513—515 
and media, 519-521 
and short- vs. long-term turning 
points, 524—525 
CSI (data service) , 424 
Customer free balances, 600 
Cycles, SG:125-127 

business (see Business cycles) 
definition of, 391—392 
identification of (see 

Identification of cycles) 
and stock selection, 585-589 
time (see Time cycles) 

Cyclical investing, 600 
Cyclical stocks, 575 
Cyclical trends, 369 

D 

Dark cloud cover (Kabuse), 259, 
260, 262, SG:88, SG:91, SG:93 
DAX Index, 572 
Day chart gaps, intra-, 106-108, 
SG:41, SG:44 
Day trends, intra-, 18 
Days-of-the-week patterns, 388-389 
Deai Sen/Gyakushu Sen (see 
Counterattack/meeting lines) 

Debt margin, SG:152 
Debt market structure, 468 
Decennial patterns, 378-382, 
SG-.119 
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Deflation, 352-361, 372, 375, 
SG:115, SG:117 
Deflation Group Index, 356 
Delayed ending patterns, 283 
Demand Index, 420-422, SG:136, 
SG:140 

Depression, 388 
Design of automated system, 
541-544, SG:160 
Deviation from trend, 393 
Dewey, Edward, 383, SG:119 " 
Dial data, 424 

Diffusion indicators, 451-454, 
568-569, SG: 141-145 
Direction of trend, 36 
Directional movement indicators 
(DIs), 248-249, SG:81-83, SG:85 
Directional Movement System, 
247-252 

Average Directional Index in, 
248-252 

concept of, 248-249 
directional movement 
indicators in, 248-249 
DIs (see Directional movement 
indicators) 

“Disaster in Bonds” ( Business 
Week ) , 524 
Discipline, 540 
Discount rate changes, 

475-480, 530 
Discounting mechanisms, 

6-8, 26-28 
Discretion, 594 
Disequilibrium, 28 
Distribution patterns, 66-67, 

74, SG:30 

Divergence failures, 233 
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Index 


Divergence (s), 195-202, 600, 
SG:68, SG:7l, SG:84 
and A/D lines, 439 
and CMF indicator, 423 
complex, 200-202, SG:68 
DJIA/S 8cP (1998-2001), 334 
DJIA/Wilshire (1995-2001), 
334, 335 

in market lows, 534-535 
negative, 195, 198, SG:65, 
SG:66, SG:7l 
positive, 197, SG:65 
positive and negative RS, 
306-308 

price discrepancy, 199-200 
reverse, 233 
stochastic, 234, 235 
Divergent peaks and troughs, 93 
Diversification, 558 
Diversified portfolio, 543 
DJ Transports ( see Dow Jones 
Transportation Average) 

DJ Utility Average ( see Dow Jones 
Utility Average) 

DJIA (see Dow Jones Industrial 
Average) 

Dogma, 512, 517, SG:155, SG:157 
Doji, 266, 270, 274, SG:87, SG:93 
Doji lines, 259 
Doji stars, 263, 264 
Domestic oil, 356 
Donahue, William, 521 
Double bottoms, 83-84, 87, SG:28, 
SG:32, SG:35, SG:36 
Double cycle, 31, 32, SG:9, SG:10 
Double tops, 84-87, SG:32 
Double whammy effect, 420 
Double-cycle peaks, 529 
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Dow, Charles, 20, 37, SG:16 
Dow Jones Industrial Average 
(DJIA), 331, SG: 11 1-1 13 
and A/D lines, 439-440 
as breadth indicator, 439 
in Dow theory, 36, 37, 42-44 
1898 inverse H&S, 81 
General Motors vs., 346, 349 
and market peaks, 530, 531 
monthly performance, 385, 386 
1931-1956 52-week ROC, 340 
1931-1983 long-term A/D line, 
441, 442 

1936-1937 double top, 86 
1938 right-angled triangle, 89 
1953-1968, 47 
1962 double bottom, 88 
1965-1978 S&P/NYSE vs., 333 

1965- 2001 mutual fund 
cash/assets ratio, 502 

1966- 1977 weekly NYSE A/D 
line vs., 440 

1966-1982 potential 
earnings, 1 

1966-2001 margin debt vs., 505 
1968-1990 signals, 47 
1970-1975 13-week 
ROC, 340 
1974-1975 double 
bottom, 84 

1974- 2001 insider trading, 493 

1975- 1978, 298 
1978-2001 specialists’ short 

position, 489 
1985-1987 DJ Utilities vs., 
344-345 

1989- 1997 signals, 47 

1990- 2000 13-week ROC, 341 


1990-2001, 336 

1995- 2001 Wilshire 5000 vs., 
334-335 

1996- 1999 Transports vs., 
342-343 

1997- 2001 signals, 48, 49 

1998- 2001 S&P vs., 333-334 
one-year seasonal pattern, 

385-386 

rate of change vs., 338, 340 
60-minute outside bar, 117 
S&P Composite vs., 332-334 
stocks included in, 36 
10-week ROC calculation, 182 
unweighted indexes vs., 
344-345 

Dow Jones Rail Average, 37, 44, 
45, 76, 341, SG:112, SG:113 
Dow Jones Transportation 
Average, 322-328, 341-343, 
SG:112, SG:113 
in Dow theory, 43-45 
1989-1997 signals, 48 
1989-2001 long-term 
momentum, 322-323 
1989-2001 relative strength, 
322, 324 

1989-2001 turning points, 
322-323 

1989-2001 weekly CMOs, 

322, 324-327 
from 1996-1999, 343 
1997-2001 signals, 49 
Rail Average changed to, 37 
and rate of change, 322-323 
(See also Dow Jones Rail 
Average) 
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Dow Jones Utilities Index, 

212,213 

Dow Jones Utility Average (DJUA), 
331, 342-344, 530, SG-.111-113 
Dow Jones world index, 564 
Dow theory, 36—49, SG:15— 17, 

SG:19 

'‘averages discount 
everything,” 38 

“averages must confirm,” 43-44 
basis for, 20 

buy-and-hold strategy vs., 36 
concept and tenets of, 36 44, 
SG: 15-17, SG:19 
development of, 37, SG:15, SG:16 
goal of, 36 

interpretation of, 37-44 
limitations of, 44r-45, SG:16, 
SG:17, SG:19 

lines indicate movement, 40 
minor movements in, 39 
“price action determines 
trend,” 40-13 

price/volume relationships 
in, 40 

primary movements in, 38 
secondary reactions in, 38-39 
signals in (1897—1998), 46 
signals in (1953-1968), 47 
signals in (1968—1990), 47 
signals in (1989—1997), 48 
signals in (1997—2001), 49 
Dow Theory (Robert Rhea), 37, l 
D reman, David, 522 
Drew, Garfield, 6 
Drug stocks, 355 
Duplex horizontal patterns, 283 


E 

Eamings-driven groups, SG.ll 
Eastern Europe, 142-143 
Economic influences, 54, 535-536 
The Economist , 519 
Economist Commodity Index, 207 
18-year cycle, 369, 375—376, 

SG:121 

Electric utilities, 73, 354, 356, 
SG:115-117 
Elliott, R.N., 595-598 
The Elliott Wave Principle (AJ. 
Frost and Robert Prechter) , 
596-598 

EMAs (see Exponential moving 
averages) 

Emotion 

and bar charts, 130 
and gaps, 106 
and mechanical trading 
systems, 540 

and moving averages, 159 
and peaks, 528-529 
and support/resistance, 290 
and time cycles, 365 
(See also Sentiment) 

The Encyclopedia of Technical Market 
Indicators (Robert Colby and 
Thomas Meyers), 171, 231 

End-of-the-month patterns, 

387-388 

Engulfing patterns (Tsutsumi), 
263, SG:8, SG:88, SG:93 
Enthusiasm, 399, 400 
Envelopes, 174 
Equilibrium, 27-28 
Equilibrium crossovers, 205-2 
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Equities 

in business cycle, 28-30 
discount rate changes 

affecting, 475 
interest rates vs., 468-470 
Japanese, 528 
in long-term cycles, 374 
and margin debt, 501 
in 1990s, 32 

Equity market turning points, 
470^174 

Equivolume, 432-433 
Errors, common, 593-594 
Euro, 142, 144 

Eurodollar, 213-214, SG:148,SG:149 

Euro top Index, 158 
Evening stars, 263 
Exhaustion 

and reversals, 351 
trendline, 151, 153, 

SG:54, SG:58 
and two-bar reversals, 122 
and volume, 419 
Exhaustion bars, 128-132 
Exhaustion breakouts, 73, 74 
Exhaustion gaps, 105 
Exhaustion points, 112 
Exponential moving averages 

(EMAs), 170-173, 228, 322, 
325-327, SG-.59, SG-.63 
Extended trendlines, 141-142 
Extreme swings, 56, 58, 193-196, 
216-218, 535, SG:66, SG:71 
Extremes: 

crowd, 514-515, 518-522 
and peaks, 528-529 
of RSIs, 215-218 
stochastic, 234 


F 

Failure swings, 216, 218, 

SG:74, SG:75, SG:79 
Failures 

broadening formation, 90, 92, 
SG:31, SG:37 
divergence, 233 
magnitude, 367 
Falling three method (Shita 
Banare Sanpoo Ohdatekomi) , 
270-271, SG:89 
Fan principle, corrective, 148, 

SG:55, SG:58 
Features Masco, 174 
Federal Reserve Board, 466, 

SG-.148, SG-.149 
and margin debt, 504 
and media, 519 
and short-term rates, 474-476 
Federal Reserve System, 477 
Fibonacci, Leonardo, 298, 595 
Fibonacci fans, 299-300, 

SG:101, SG:103 
Fibonacci numbers, 298, 

595-596, SG-.101 

Fibonacci retracements, 298-299 
50-percent rule, 292, 293 

54-year wave (see Kondratieff wave) 

Financial markets, 8, 26-35, 
SG-.9-11, SG:13 

Financial sector during market 
lows, 534 
Financial Times 

Stock Exchange, 259 
world index published by, 564 
Finland, 566 
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Fischer (quoted), 516 
5-minute bar charts, SG:4, SG:7 
Flag patterns, 98-100, SG:39, 
SG:43 

Float, small, 574 
Florida, 522 

Flow-of-funds indicators, 4 
Ford, Gerald, 521 
41-month cycle, 370, 383-385, 
SG;119 

Fosback, Norman, 501 
4-month rule, 347 
4-year cycle, 366-367, 369, 
383-385, SG:121, SG:165 
in global markets, 565, 566 
in market peaks and lows, 

533, 537 

Fourier analysis, 393 
France, 372 

Frank Russell (organization), 349 
Frost, A.J., 598 
FTSE, 222, SG:108, SG:110 
Fulcrum patterns, 283 
Futures markets, 320 

G 

Gann, W.D., 300 
Gann fans, 300-302 
Gaps, 103-108, SG:4I, SG:44 
breakaway, 104 
continuation or runaway, 
104-105 
exhaustion, 105 
importance of, 1 06 
on intraday charts, 106-108, 
3G:41, SG:44 

Gartley, KM,, 54, 164, SG:16, 
5G:22 


Gas, 360-362 

General Electric (GE), 229 
General Motors (GM), 253, 
255-256, 293, 308-310, 313-315, 
346-349, SG:112, SG:113 
Geographic factors, 320 
German Bunds, 216 
German DAX Index, 572 
Glamour growth stocks, 575 
Global stock markets, 564-573, 

SG: 165-1 67 

country selection for, 569-573 
identification of primary trends 
in, 564-570 

new highs and diffusion 
indexes in, 567-570 
GM ( see General Motors) 

Goethe, Johann, 485 
Gold, 562-563, SG:148, SG:149 
and bond yields, 481 
bull market in, 365 
false breakout of, 73, 74 
and group rotation, 356 
1970-1999 market, 517-518 
1976-1990 market, 55 
1980 top in, 514 
price reversals of, 281 
two-bar reversals in, 123-124 
Gordon, William, 335, SGtlll 
Gould, Edson, 378-379, 477, 

SG: 101,SG:104 

Government bonds, 356-358, 487, 
496-497 

Granville, Joe, 429 
Granville's New Key to 
Stock Market Profits 
(Joe Granville), 429 
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Group rotation, 352-363, 
SG:115-117 

and business cycles, 352-353 
concept of, 354—356 
confidence as factor in, 355 
divergent paths in, 358-361 
functions of, 353 
inflation/deflation indicators 
in, 356-361 
Growth stocks, 575 
Guidelines for appraising results, 
546-548 

Gyakushu Sen [see Counterattack/ 
meeting lines) 

H 

Hamilton, William Peter, 

37, SG:I6 

Hammers (Takuri), 260, 

266, SG:89 
Hang Seng, 223, 548 
Hanging men (Kubitsuri), 

260, 266-267 

Harami (Yose), 266, 271-272, 
SG;88, SG:90, SG:91, SG:93 
Hay, Tim, 385 

Head-and-shouldcrs (HScS) pat- 
terns, 76—83, 87, SG:28, SG:35, 
SG:106, SG: 1 09 
at bottoms, 80, SG:32 
as continuous patterns, 81 
in Dj Transport example, 
325-326 

Failures of, 82-84 
SG;29, SG:36 

inverse, 80, 282-283, SG:30 
in point and figure 
charting, 283 


as reversal patterns, 76-80 
at tops, 76-80, SG:30, SG:32, 
SG:33, SG:38 
and volume* 76, 412-413 
Help Wanted series, 474 
Hewlett-Packard, 254, 255 
High beta, 574 
High-low Figures, 448-451 
Hinges, stochastic, 234 
Hirsch, Yale, 388 
Holiday patterns, 389, SG:121 
Homcstake Mining, 230 
Honeywell, 285 

Hong Kong, 541, 546-548, 566 
Hopkins, Sheila, 372 
Hoshi (see Stars) 

Housing industry, 354, SG:13 
“How RSI Behaves” (Peter 
Aan) , 212 

Hoyle, Thomas Templeton, 511 
H&5 patterns (see Head-and- 
shoulders patterns) 

Humana, 41 6, 418 
Humility, 593 
Hungary, 226 
Huntington, Elsworth, 378 

I 

IBM, 92, 248, 249, 591 
Identification of cycles, 391-396, 
SG: 125-127 

combining highs and lows in, 
395-396 

definition of cycles, 391-392 
methods of* 393-395 
principles of, 392 
Independent thought, 594 
Indexes (see Market indexes) 
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Indian summer, 459 
Indicators, momentum, 211-256 
Directional Movement System, 
247-252 

know sure thing, 237-247 
moving average convergence 
divergence, 228-230, SG:65, 
SG:76, SG:79 

overbought/ oversold, 212-215, 
SG:65 

parabolic indicators, 252-256, " 
SG:84, SG:85 

relative strength indicators, 
211-224, SG:65 
stochastic indicators, 230-235, 
SG:65, SG:76, SG:77, SG:80 
trend-deviation indicators, 
224-228, SG:76 
uses, 179 

Industrial commodity prices 
( see CRB Spot Raw Materials 
Index) 

Industrial stocks, 79 
Industry groups ( see Group 
rotation) 

Inflation, SG:115, SG:117 
and Gerald Ford, 521 
and group rotation, 352-354, 
356-361 

in long wave, 372 
Inflation Group Index, 356-358 
Inflation/deflation indicators, 
356-361 

Inside bars, 118-121, SG:47, SG:50 
Insider trading, 492-493, 509 
Insiders, 601, SG:151 
Insurance industry, 

SG:116, SG;1 17 


Insurance stocks, 355, 585-587 
Intel, 333, 587-588 
“Interest Rate Anguish” (Business 
Week), 523 

Interest rates, 463-484, 

SG: 147-149 
and A/D line, 437 
analysis of short-term, 474-476 
and bond yields vs. prices, 

465- 466 

in business cycle, 28-30 
and competing financial assets, 
464-465 

corporate profits affected 
by, 464 

credit, SG:358 

and debt market structure, 

466- 467 

discount rate changes affecting, 
475-480 

and equity prices, 467-474 
and group rotation, 353-355 
and long-term analysis, 481-484 
and margin debt, 465 
politicians’ influence on, 521 
“three steps and stumble!”, 

SG: 147-1 49 
in trough war, 374 
and utility stocks, 343 
Intermarket system, 559-561 
Intermediate trends, 5, 50-62, 
SG:3, SG:7, SG:16, SG:19, 
SG:21-23, SG:25-26 
advantages of analysis of, 50 
bear market rallies 
(1898-1933), 60 
causes of secondary reactions 
in, 53-54 
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countertrends in, 51-52, SG:21, 
SG:25 

cycles of, 52-53 
declines (1897-1982), 59, 60 
definition of, 51-52 
in Dow theory, 38-42 
importance of, SG:21, SG:25 
from 1897-1982, 58-62 
from 1982-1995, 60-62 
price movements as, 16-17, 21 
primary movements in, 51-62, 
SG:21, SG:22, SG:25, SG:26 
secondary movements in, 

51-55, SG:22, SG:26 
Intermediate-term bonds, 466 
Internal strength (^Breadth 
oscillators) 

International Investing Made Easy 
(Martin Pring) , 557 
Intrabar gaps, 106 
Intraday chart gaps, 106-108, 
SG:41, SG:44 

Intraday charts, valid breakouts 
on, 73 

Intraday price movements, 280 
Inverse compound fulcrum 
patterns, 283 

Inverse fulcrum patterns, 283 
Inverse H&S, 80, 283, SG:30 
Inverse saucer patterns, 283 
Inverted V extended patterns, 283 
Inverted V patterns, 283 
Inverted yield momentum, 

506, 508 

Invesco Energy Fund, 141 
Investment Company 
Institute, 499 


Investors ’ Intelligence , 

486, 492, 532 

Irrationality of crowds, 513-515 
Island reversals, 108-110, 129, 131, 
258, SG:46, SG:48, SG:50 

J 

Jacobs, Bruce, 387 
Japan, 197, 257, 522, 523, 528, 570 
( See also Nikkei) 

Jevons, Stanley, 378 
Johnson and Johnson, 432, 433 
J.P. Morgan, 218-219 
Juglar, SG:119 

K 

Kabuse (see Dark cloud cover) 
Kaufman, Perry, 214 
Kellwood, 129, 131 
Kenuki (see Tweezer tops and 
bottoms) 

Key reversal bars, 1 24—129, SG:48, 
SG:50 

Key reversal days, 258 
Kirikomi (see Piercing lines) 
Kitchin, Joseph, 383 
Kitchin cycles, 369, 370, SG:119 
(See also 41-month cycle) 

Know sure thing (KST), 237-247, 
SG:83-86, SG:170, SG:173 
in automated trading 
systems, 549 
combination, 246-247 
in DJ Transport example, 
323-327 

long-term, 237-242, 246-247 
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and market cycle model, 
245-247 

and market indexes, 350 
and market peaks, 532 
short- and intermediate-term, 
241-247 

in time cycles, 369 
and upside/ downside volume 
oscillators, 426 
KondratiefF, Nicolai, 369-371 
KondratiefF wave, 369-376, 
SG:119, SG:121 
KST ( see Know sure thing) 

Ku (see Windows) 

Kubitsuri (see Hanging men) 

L 

Lagging indicators, 27, SG:10 
Lane, George, 230 
Large-capitalized stocks, 386 
Le Bon, Gustav, 511, SG:156 
Leading indicators, 27, SG:10 
Legg Mason, 582, 584-585 
Lehman Bond Index, 498 
Levine, David, 509 
Levy, Kenneth, 387 
Line charts, 138 

Line formation, 39, 40, 66, SG:27 
Listed options trading, 486 
Livermore (quoted), 516 
Local governments, 466 
Logarithmic scales, 68-71, 
142-145, SG:101, SG:103 
London copper price, 242, 243 
Long wave ( see KondratiefF wave) 
Long’s Drugs, 185 
Long-term trends, SG:4, SG:7 
( See also Secular trends) 

Losses, worst string of, 547 


Lowe’s, 201, 202 
Lumber, 246, 543 

M 

MA crossovers, 307-310, 360-362, 
544, SG:84 

MACD (see Moving average 
convergence divergence) 

Mackay, Charles, 511, SG:156 
Madrid General Index, 164, 166 
Magnitude failure, 367 
Major averages (^Market 
indexes) 

Manufacturing industry, 355 
Margin, 562, 563, 601 
Margin calls, 601 
Margin debt, 463, 465, 501, 
504-505, 532 
Market behavior, 465-592 
Market cycle model, 15-25, 

SG:3-8 

intermediate trends of, 

16-17, 21 

intraday trends of, 18 
with KST, 245-247 
peak-and-trough progression in, 
19-25, SG:4-5, SG:7-8 
primary trends of, 15-16 
reasons for using, 17-18 
secular trends of, 18-19 
short-term trends of, 16, 17 
types of trends in, SG:3, SG:7 
Market evaluation, 6 
Market indexes, 331-351, 
SG.T11-113 
composite, 332-336, 
SG:111-113 

General Motors, 346-349 
and MAs, 334-336 
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NASDAQ, 345-347 
and ROCs, 337-344 
Russell Indexes, 349-351 
Transportation Average, 

341-344 

unweighted indexes, 344—346 
Utility Average, 342-345, 
SG:111— 113 

Market structure, 329-460 
Market structure indicators, 5-6 
Market Vane, 488, 496-497, 

SG:152 

MAs (see Moving averages) 
McClellan oscillator, 446-447, 
SG:142 

McClellan Summation Index, 
447-448, SG:142 
McKesson, 590 
Mean average, 154 
Measurement 

point and figure charts, 277, 
SG:95-97 

price patterns, SG:39-50 
and price patterns, 68-72, 
SG:31, SG:38 
of tops and bottoms, 87 
trendline, 146—148 
of triangles, 94—96 
Mechanical trading systems, 
539-541, SG: 159-160, SG:163 
Media, 517, 519-521,532, 

537, 574 

Meeting lines (see Counterattack/ 
meeting lines) 

Mega-overboughts and oversolds, 
56, 58, 190—193, 535, SG:66— 68 
Members, 601 
Merrill Lynch, 582-584 

1998 key reversal bar, 127, 128 


seven-to-five minute bar, 108 
10-minute outside bar, 115, 116 
MetaStock, 23, 360, 394, 567 
Meyers, Thomas A., 171, 231 
Microsoft, 261, 272, 274, 333 
Mining industry, 73, 356, 575-576, 
SG:116, SG:117 
Minor movements, 39 
“Misfit story,” 521 
MMM (company), 432, 433 
Momentum, 179-256, 394, 601, 
SG:65-86 

applications, 184-186 
Average Directional Index in, 
SG:82-83, SG:85 
breadth, 180, 181, SG:68, SG:71 
characteristics of, 186-202 
directional movement 

indicators, SG:81-83, SG:85 
divergences, 194—202, SG:65, 
SG:66, SG:71 

extreme swings, SG:66, SG:71 
indicators of (see Indicators, 
momentum) 

interpretation of, 186-202, 
SG:66, SG:71 

know sure thing, SG:83— 86 
limitations of oscillators, 
187-189 

and market peaks, 531 
mega-overboughts and 
oversolds, SG:66, SG:68 
and oscillators, 

SG:68, SG:69, SG:72 
and price, 180, 181, SG:66 
price discrepancy divergences, 
SG:67 

principles of, 179-210 
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rate of change indicator, 
181-184, SG:65, SG:68, 
SG:72, SG;83 

and relative strength, 314-319 
RSI vs. ROC, SG:73 
sentiment combined with, 
498-499 

as substitute for sentiment, 
486-488 

time span for, 181, 183-185 
trend-reversal techniques for, 
203-210, SG:68, SG:72 
uses, 179 

Momentum Explained (Martin 
Pring), 255 
Mondays, 388, 389 
Monetary influences, 54, 530, 534 
Money Flow Index, 472-474 
The Money Game (Adam 
Smith), 521 

Money market, 33-34, 466, 521, 
SG:150, SG:151 
Month, end of the (seeEnd-of- 
the-month patterns) 

Moody's AAA Bond Yields, 20, 482 
Moody’s AAA Corporate 
bonds, 481 

Morgan Stanley Capital 
International (MSCI), 142, 143 
Morning stars, 263, 266 
Moving average convergence 
divergence (MACD), 228-230, 
601, SG:76, SG:79 
Moving averages (MAs), 154-178, 
601, SG:59-61, SG:63 
advancing, 162-165, SG:60 
in automated trading systems, 
549-553 


and Bollinger bands, 174-177, 
SG;61 

centered, 155-156, SG:59, 
SG:63 

characteristics of, 156-162 
convergence of, 164^-167 
and crossovers, 157-160, SG:60, 
SG:69, SG:72 

and deviation from trend, 393 
in DJ Transport example, 
325-326 

and envelopes, 174 
exponential, 170-173, 

SG:59, SG:63 
and momentum, 206-208 
multiple, 167-169 
in 1990-2001 DJIA, 334-336 
simple, 154-169, SG:59, SG:63 
time span, 160-163, SG:59, 
SG:60, SG:63 

and trend deviation, 226-228 
weighted, 168-170, SG:59, 
SG:61, SG:63 

MSCI {see Morgan Stanley Capital 
International) 

MSCI Eastern European (Stock) 
Index, 142, 143 
MSCI World Stock Index, 163, 

167, 564-573, SG:165-167 
Mutual funds, 499-503, 521, 566, 
SG:152, SG:153 

N 

Narabi Kuro (upside gap two 
crows), 264 

NASDAQ Composite, 345-347 
composition of, 333 
18-month ROC (1974-2001), 
514, 515 
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McClellan oscillator vs., 446, 447 
record volume of, 403 
short-term KST vs., 245 
speculation and setbacks in, 43 
National Semiconductor, 422, 423 
Natural resources, 566 
Necklines, 76, 78 

Ned Davis Research, 385, 386, 501 
Negative divergences, 195, 198, 
306-307, SG:65, SG:66, SG:7l 
Neil, Humphrey, 511, 512, 

514, SG:156 

Net new high data, 535, 567, 568 
New Commodity Trading Systems 
(Perry Kaufman), 214 
New Concepts in Technical Trading 
(Welles Wilder), 248 
New York Light, 260 
New York Stock Exchange (NYSE): 
and A/D line, 436-437 
breadth oscillators vs., 445-446 
and DJIA, 332-333 
in Dow theory, 37 
high-low figures of, 448—451 
international stocks on, 569 
price vs. volume momentum, 
414-415 

record volume of, 403 
specialists short selling on, 
488-491 

upside/downside volume 
(1985-1987), 426 
upside/downside volume 
(1997-2001), 426 
The New York Times Average , 79 
Newmont Mining, 407 
News events, 7, 399, 509, 531-532, 
537, 574-575 
Newsweek , 519 


Nikkei 

British pound system vs., 558 
divergences in, 197-198 
Japanese short-term rates vs., 
522-523 

MSCI World Stock Index vs., 
570-571 

1975-1992 long-term KST, 242 
13-week ROC, 197-198 
9.2-year cycle, 369-370, 376-377, 
SG:119, SG:121 
90-day Treasury bills, 91 
Nominal periods, 366 
Nonconfirmation, 601 
Nontrendlines, 137 
Northern States, 176-177 
Northern Trust, 409-410 
Notley, Ian S., 16, 237 
NYSE {see New York Stock 
Exchange) 

NYSE A/D line, 445-446, 480 
in bear market, 581 
and discount rate, 480 
and peaks, 530 
NYSE Composite: 

5-minute 1997 exhaustion 
bar, 132 

1965-1978 DJIA/S&P vs., 333 

o 

Objectivity, 593 
Observation, 394—395, 530, 

533, 537 

OBV {see “On balance volume”) 
Odd lots, 601 
Odd-lots shorts, 602 
Oil, 312-314, 356, 360-362, 575, 
SG:116, SG:117 


628 


Index 


“On balance volume” (OBV), 
429-432 

1/10 price oscillator, 551 
Option, 602 

Orthodox broadening tops, 90, 93 
Oscillators, SG:68, SG:69, SG:72 
in automated trading systems, 
549-553 

breadth, 444-448 

and momentum, 187-189 

and sentiment indicators, 

486, 519 

Outside bars, 112-118 
Overbought crossovers, 

189- 190, 542 

Overboughts, 186-187, 190-193, 
212-215, 545, 602, SG:65, SG:73 
Overowned stock, 575, SG:169, 
SG:173 

Oversold crossovers, 189-190, 542 
Oversolds, 57, 58, 186-187, 

190- 193, 212-215, 545, 602, 
SG:45, SG:46, SG:65, SG:73 

Overvaluation (in contrary 
opinion), 512 
Oxford Industries, 121 

p 

Parabolic blowoff, 401, 402, 404, 
407, SG:131, SG:134 
Parabolic indicators, 252-256, 
SG:84, SG:85 
Parabolic System, 252-256 
concept of, 252 
parameter setting in, 254-255 
uses for, 255, 256 
workings of, 252-254 
Peak war, 374 


Peak-and-trough checkpoints, 
526-538 

bottoms, 534-537 
characteristics of peaks, 
529-533 

Peak-and-trough progression, 
19-25, SG:4-5, SG:7-8, 

SG:10, SG:75 
in business cycles, 28 
dilemma of, 22-23 
in DJ Transport example, 326 
idealized, 28, 29 
legitimate, 23-25 
1966-2001, 33-35 


reversal of, 20-21 
and RSI, 219, 220 
in time cycles, 366, 367 
Peak(s), 526-533, SG:6, SG:8 
characteristics of primary 
market, 529—533 
chronological and cycle factors 
in, 533 

definition of, 527-529 
and extremes, 528-529 
mechanics of, 527 
monetary and sector rotation 
factors in, 530 
psychological factors in, 

531-533 

and seasonal momentum, 
458-459 

signs of, 458-459 
technical factors in, 530-532 
types of, 528-529 ^ 

Pennant patterns, 100, 101, SG:39, 
SG:40, SG:43 
Periodgram, 393 
Perspective, 593 
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Philadelphia Gold and Silver 
Share Index, 159, 212, 213, 

394, 395 

Piercing lines (Kirikomi), 262, 
SG:88, SG:90, SG:93 
Pinocchio bars, 131-135 
Point-and-figure charts, 277-286, 
SG:95-97 

bar charts vs., 277, SG:95-97 
construction of, 277-282 
illustration of, 283 
interpretation of, 282-285 
measurement for, SG:95-97 
time span, SG:95-97 
trendlines on, 284-286 
Politicians, 521 
Pollution control group, 575 
Popular Elusions (Charles 
Mackay), 511 
Portfolio, diversified, 543 
Positive divergences, 197, 306-308, 
SG:65, SG:106, SG:110 
Positive trends, 452 
Pound, Bridsh, 554-559 
Prechter, Robert R., 598 
Precision, 541 
Preferred shares, 465 
Preholiday patterns, 389, SG:121 
Price discrepancy divergences, 
199-200, SG:67 

Price momentum, 180, 181, SG:66 
Price movement(s), 5, 40 
amplitude of, 59, 392 
depth of, 66—68, SG:31, SG:37 
size of, 66—68, SG:31, SG:37 
Price objective, 147 
Price oscillator (see Trend 
deviation) 


Price pattern analysis, 20 
Price patterns, 63-97, 602, 
SG:27-33, SG:35-38 
bar (see Bar price patterns) 
basic concepts of, 63-65 
breakout confirmation in, 

71, 73-77, SG:30-32, 

SG:37, SG:38 

broadening formations, 87-93, 
SG:31, SG:37 

double tops and bottoms, 83-87 
flags, 98-100, SG:39, SG:43 
gaps, 103-108, SG:41, SG:44 
head and shoulders, 76-83, 85 
measurement implications for, 
68-72, SG:31, SG:38 
for momentum, 204-206 
one- and two-bar (see Bar price 
patterns) 

pennants, 100, 101 
ratio scales for, SG:27-38 
rectangles, 66-67, 69-72, 74-76 
and relative strength, 311-313 
rounding tops and bottoms, 
102, SG:41, SG:43 
and RSI, 218-220 
saucers, 102, SG:41, SG:43 
scales for, 68-72 
size and depth of, 66-68, 

SG:31, SG:37 
smaller, 98-110, SG:39-44 
and stock selection, 578-590 
transitions in, 63-64 
triangles, 92, 94—96 
wedges, 100, 101, SG:40, SG:43 
Price/ earnings ratio, 602 
Priceline.com, 522 
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Price (s) 

as breakout confirmation* 71, 
73-74, SG:30-32, SG:37, 5G:38 
in Dow theory, 40, SG:16 
and exhaustion bars, 128-129 
influences on, 54 
and key reversal bars, 125 
in outside bars, 1 15 
in technical analysis, 9 
in triangle patterns, 94 
and volume, 399-400, 414-415, 
SG: 129-1 31, SG: 133-1 34 
(See also Stock prices) 

Primary bear market, 38 
Primary bull market, 38, SG:16 
Primary intermediate price 
movements, 51-62 
1897-1982, 58—62 
reversal identification, 55-58 
subsequent movements vs,, 55 
Primary (major) trends, 6, 15-16 
in Dow theory, 38-42 
in global stock markets, 

564-570 
reversals in, 41 
secular vs., 18-19 
of volume, 414—416 
Primary market peaks (see Peaks) 
Primary movements, SG:21, SG:22, 
SG:25, SG:26 

Primary trends, SG:3, SG;7 
Product relationships, 320 
Profits, 463—464 
Profits in the Stock Market (H.M. 
Gartley), 54, 164 

Prolonged bull market peaks, 528 
Property Casually Insurers, 

585 


Property casualty insurers, 
SG:J!6, SG:! 17 
Property sector, 356 
Proportion principle, 292-295 
Psychological influences, 54 
in market lows, 537 
in market peaks, 531-533 
of politicians, 521 
Psychology 

and advisory sentiment, 495 
bar patterns reflect changes 
in. 111, 115 

counterattack lines, 268 
of crowds, 513-514, 517 
and exhaustion bars, 129 
and extreme swings, 193 
and inverted yield 
momentum, 508 
and sentiment, 485 
and time cycles, 365 
and two-bar reversals, 123 
Psychology and the Stock Market 
(David Dreman), 522 
Put/ call ratio, 506, 507, 537 

Q 

Quality spreads, 320 

R 

RadioShack, 405, 406 
Rail Average (see- Dow Jones 
Rail Average) 

Railroad stocks, 79 
Rallies, 60, 76, 602 
RAT (recession associated 
top), 529 
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Rate of change (ROC), 179, SG:65, 
SG:68, SG:72, SG:73, 5G:83 
bread lit oscillators vs., 444 
in DJ Transport example, 
322-323 

and market indexes, 337-343 
to measure momentum, 

181-184 

in time cycles, 366 
in triple indicator system, 
554-556 

of volume, 409-416 
Ratio scales, 69-72, 145. SG:30, 
SG:36-37 

Raymond James, 582, 586 
Reactions (jc/ S econdary 
movements) 

Real estate boom, 522, 529 
Recession, 30, SG:IQ, SG:13 
Recession associated top 
(RAT), 529 
Recovery; SG:10 

Rectangle patterns, 66-67, 69—72, 
74-76, SG27 

Relative momentum index (RMI), 
222-224, SG:75 

Relative strength indicators (RSIs), 
211-224, 487, 602, SG:65, 
SG:73-76, 

on candle charts, 285-286 
Chande momentum oscillator, 
221-223, SG:74, SG:8I 
extremes and failures in, 
216-218 

formula for, 211-212 
interpretation of, 216—220 
overbought /oversold lines in, 
212-215, SG:73 


and peaks and troughs, 219, 

220, SG;75 

securities comparisons using, 

212, 213 

smoothing of, 218-221 
time span for, 213-216, SG:74, 
SG:79 

trendline violations and 
completions, 218 
variations on, 221-224 
Relative strength (RS), 304-321, 
SG:105-1 10 
concept of, 304-306 
construction of, 305-306 
in DJ Transport example, 

322, 324 

and DJ Transports, 342 
and group rotation, 355 
and individual stocks, 313-319 
international stocks using, 
569-572 

interpretation of, 306-313 
and long-term trends, 312-316 
and momentum, 314—319 
and NASDAQ Composite, 
345-347 

and spreads, 320 
uses for, 304-305 
Relative strength (RS) 
comparative, 602 
Reliant Energy, 576, 577 
The Research Driven Investor 
(Tim Hay), 385-386 
Resistance, 64, 65, 139, 142, 146, 
147, 148, 149, 294-298, SG:30, 
SG:4l, SG:44, SG;99-1O0, SG:103 
(See also Support and resistance) 
Retail industry, 354 


Retracements, 23-24, SG:23, 
SG:26, SG.101, SG:104 
Fibonacci, 298-299 
secondary, 39 
Return trendlines, 149, 

SG:54, SG:58 
Reuters, 424 

Reversal charts, SG:96, SG:97 
Reversals, SG:84, SG:85 

and bar patterns, 117, SG:46 
and Bollinger bands, 176-177 
on candle charts, 260-269 
definition of, 66 
and discount rate, 476 
in Dow theory, SG:17, SG:19 
and exhaustion, 351 
in group rotation, 356 
identifying, 15 
intermediate cycles to 
identify, 55-58 
island (see Island reversals) 
key reversal bars, 124r-129, 
SG:48, SG:50 
and momentum, 185 
and moving averages, 157 
pattern, 139 
peak-and-trough, 19-23 
primary trend, 41 
trend, 19-21, 23 
trendline breaks signaling, 
138-142, SG:51, SG:57 
two-bar, 122-125, SG:46 
and upside/ downside lines, 425 
Reverse divergence, 233 
Reverse H&S, 80, 81 
Rhea, Robert, 37, 40, 55, 

58-60, SG:16 
Right-angled broadening 
formations, 87-93 


Right-angled triangles, 

93-96, SG:30 

Rising three method (Uwa), 270, 
271, SG:89 

RMI (see Relative momentum 
index) 

ROC (see Rate of change) 
Rockefeller, John D., 516 
Rounding tops and bottoms, 102, 
SG:41, SG:43 
RS (^Relative strength) 

RSIs (^Relative strength 
indicators) 

Runaway gaps, 104-105 
Russell Indexes, 349-351, 552, 
553, SG:112, SG:113 

s 

Sanba Garasu (see Three black 
crows) 

Sanmina, 299, 300 
SAR ( see Stop and reversal 
system) 

Saucer patterns, 102, 283, SG:41, 
SG:43 

Savings, 372 

Savings and loans, 353, 355, 356 
Scales, trendlines, SG:53, SG:58 
Schultz, John, 512, 513, SG:156 
Schumpeter, Joseph, 370, SG:119 
SDL, 294-295 

Seasonal breadth momentum, 
454-460 

Seasonal momentum, 
SG:142-143, SG:145 
Seasonal patterns, 383-387 
SEC (Securities and Exchange 
Commission), 492 
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Secondary distribution, 603 
Secondary (intermediate) trends 
(see Intermediate trends) 
Secondary movements, 

51, SG:22, SG:26 
Secondary offering, 603 
Secondary retracements, 38-39 
Secular influence, 369 
Secular point of view, 

SG:169, SG:170, SG:173 
Secular rise, 575 
Secular trends, 6, 18-19, SG:3, 
SG:7, SG:16, SG:19 
primary vs., 18-19 
and stock selection, 575-578 
Securities, 212, 221, 603 
Securities and Exchange 
Commission (SEC), 492 
Selling climax, 401, 402, 406, 407 
Semiconductors, 422, 423, 
587-589 

Sentiment, 485-510, SG:151-153 
and advisory services, 492, 
494-496 

and bond market, 496-499 
indicators of, 519 
and inside bars, 118 
and insider trading, 492, 493 
and inverted yield momentum, 
506, 508 

and margin debt, 501, 504-505 
and market lows, 537 
and market peaks, 532 
and Market Vane, 496-497 
and momentum, 185 
momentum as substitute for, 
486-488 

momentum combined with, 
498-499 


and mutual funds, 499-502 
and news events, 509 
and outside bars, 117 
and put/ call ratio, 506, 507 
and short selling, 488 
and short-interest ratio, 

490-492 

and specialists, 488-490 
and two-bar reversals, 123-124 
Sentiment indicators, 3-4 
Shita Banare Sanpoo Ohdatekomi 
(see Falling three method) 
Shooting stars, 264, 266, SG:89 
Short covering, 54, 82, 603 
Short position (interest), 82, 603 
Short ratio, 537 
Short selling, 603 

as sentiment indicator, 488 
and specialists, 488-490 
Short-interest ratio, 490-491, 603, 
SG:151 

Short-term analysis, 590-592 
Short-term movements, 6 
Short-term rates, 28, 33, 474—477 
market lows preceded by 
changes in, 534 
market peaks preceded by 
changes in, 530 
and prolonged bull market 
peaks, 528 

Short-term trends, 16, 17, 
409-414, SG:3, SG:7 
Sibbet, Jim, 420 
Sideways trends, 63-64 
Signal line, 228 
Signals 

in automated trading 
systems, 549 
buy/sell, 36, 46 
Dow theory, 36-49 
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Silver, 517 

Simple moving averages, 154-169, 
SG:59, SG:63 
advancing, 162-165 
characteristics of, 156-157 
convergence of, 164, 166-167 
and crossovers, 157-160 
multiple, 167-169 
Simplicity, 594 
Small float, 574 
Small-capitalized stocks, 386 
Smaller price patterns, SG:39-44 
{see Price patterns) 

Smith, Adam, 521 
Smith, Edgar Lawrence, 378, 383, 
SG:119 

Smoothed momentum index, 
208-210, 535 
Smoothed trends, 157 
Smoothing the RSI, 218-221 
Snap-On Inc., 413-414 
South Africa, 353, 565 
S&P 500 ( see Standard and Poor's 
Composite) 

S&P Airlines, 227, 228 
S&P Aluminum, 360, 361 
S&P Banking Index, 360, 361 
S&P Composite {see Standard and 
Poor's Composite) 

S&P Domestic Oil, 312, 314 
S&P Energy Index, 358, 359 
S&P Financial Index, 358-359, 534 
S&P Gold, Domestic Oil, and 
Aluminum, 356 

S&P Oil and Gas Drilling Index, 
360-362 

S&P Semiconductor Index, 588 
S&P Tobacco Index, 361, 362 
Specialists, 488-490, 603, SG:151 


Speed resistance lines, 294-298, 
SG:101, SG:104 
Spinning tops, 259 
Spot Euroyen, 164, 166 
Spot Nickel, 217, 218 
Spread trading, 320 
SRC Green Book, 578 

Standard and Poor's (S&P) 
Composite, 332-341, 
SG:111-113 

aifd A/D lines, 439-441, 
443-444 

arithmetic vs. ratio scale for, 
69-70 

Arms Index vs., 430 
in bear market, 581-584 
calculation of, 332 
Coppock Indicator vs., 209-210 
DJIA vs., 332-336 
5-minute inside bars, 121 
5-minute outside bar, 116 
5-minute Pinocchio bar, 129 
General Motors vs., 346-349 
high-low figures for, 448-451 
and market bottoms, 

534-537 

and market peaks, 529-533 
McClellan oscillator vs., 447 
from 1900-1950, 337 
1900-1996 decennial 
pattern, 380 
1900-2001 9-year stock 
cycle, 377 

1914-1950 short-term interest 
rates vs., 468-469 
1921-1935 market 
comments, 516 

1945-2001 short interest ratios 
vs., 491 
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1950-2001 9-month ROC, 
337-338 

1950-2001 discount rate vs., 480 
1950-2001 long-term KST 
vs., 532 

1956-1976 short-term interest 
rates vs., 468-470 
1956-1980 coincident 
indicators vs., 536 

1956- 2001 seasonal momentum 
vs., 458 

1957- 2001 inverted yield 
momentum, 506, 508 

1959- 2001 4-year cycle, 385 

1960- 2001 group diffusion 
indicators vs., 453 

1963-1979 long-term KST, 241 
1963-1990 seasonal momentum 
vs., 455-456 

1965-1978 DJIA/NYSE vs., 333 

1965- 2001 switch fund 
cash/assets ratio, 503 

1966- 1983 trendlines, 337, 339 
1966-1989 exhaustion and 

breakout, 153 
from 1966-2001, 33-35 
1966-2001 mutual funds 
cash/assets ratio, 500 

1968- 2001 newsletter 
writers, 494 

1969- 2001 Money Flow Index 
vs., 472-474 

1970- 1999 discount rate vs., 520 
1970-2001 stock and interest 

rate momentum vs., 47 1 
1973-1991 smoothed ROC, 239 
1973-1991 smoothed 
ROC/KST, 240 


1976-2001 newsletter 
writers, 495 

1976-2001 short-term interest 
rates vs., 468-470 
1978-1988 rate of change, 238 
1978-1995 MSCI World Stock 
Index vs., 568-570 
1978-2000 coincident 
indicators vs., 536 
1981-1990 decennial 
pattern, 381 
from 1982-2001, 60-62 

1985- 1987 upside/downside 
volume vs., 426 

1986- 2001 6-week MA of highs, 
449, 451 

1986-1988 daily NYSE A/D line 
vs., 443 

1988-1993 net new highs, 

449, 450 

1990- 2001 seasonal momentum 
vs., 455-457 

1991- 2000 decennial 
pattern, 381 

1992- 1995 daily NYSE A/D line 
vs., 441, 443 

1992- 2001 NASDAQ, 346, 347 

1993- 1996 52-week new NYSE 
lows, 449 

1993-2001 40-week MAs, 163 
1993-2001 put/call ratio 
vs., 507 

1995- 2001 net new highs, 
449-450 

1996- 1997 trend-deviation 
indicator, 224, 225 

from 1996-2001, 334, 348 

1997- 2001 upside/downside 
volume vs., 425-426 
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1999- 2001 upside/ downside 
volume ratio, 428 

price vs. volume momentum, 
414-415 

rate of change vs., 337-339 
and seasonal momentum, 
455-460 

sentiment and closing price 
of, 486 

short-term interest rates vs., 
468-469 

10-minute 1997 Pinocchio 
bar, 134 

3-month commercial paper 
vs., 560 

and trendlines, 337, 339 

2000- 2001 upside/downside 
volume oscillators, 427 

Value Line vs., 344-346 
Stanley Works, 411-412 
Staples (company), 299 
Stars (Hoshi), 263-264 
State governments, 466 
Steel industry, 354-55, SG:115-ll7 
Stochastic indicators, 230-235, 
SG:65, SG:76, SG:77, SG:80 
crossovers, 232 
divergence failures, 233 
divergences, 234, 235 
extremes, 234 
formula for, 230-232 
hinges, 234 

reverse divergences, 233 
slowed, 234, 235 

Stock index futures, introduction 
of, 486 
Stock market 

and discount rate, 477-479 
discount rate affecting, 477-480 


and Dow theory, 37 
global, 564-573 
and group rotation, 354 
1966-2001, 33-35 
scale for, 68-69 
volume in, 424-428 
The Stock Market Barometer 
(William Hamilton), 37 
Stock Market Forecast (Edson 
Gqtuld), 378 

The Stock Market Indicators 
(William Gordon) , 335 
Stock prices 

decennial pattern of industrial, 
378, 379 

1830-1946 9.2-year cycle, 

376, 377 

1840-1974 18-year cycle, 
375-376 

1868-1945 41-month rhythm, 
383, 384 

1946-1968 41-month rhythm, 
383, 384 

1959-2001 4-year cycle, 385 
Stock selection, 574-592, 

SG: 169-1 71, SG: 173-1 74 
in bear market, 581-586 
in bull market, 580-581 
cycle changes for, 585-589 
and group rotation, 353 
major price patterns for, 
578-580 

secular point of view for, 
575-578 

short-term analysis for, 590-592 
using RS, 305 
Stock Traders Almanac , 388 



Index 


Stocks, SG:10 

in business market, 27, 29, 30 
and relative strength, 313-319 
Stop and reversal system 
(SAR), 253 

Substitutes (in futures 
markets), 320 
Sugar price, 521 
Summation principle, 

SG:120, SG:123 
SunTrust Banks, 219, 220 
Support, 64, SG:30, SG:41, SG:44, 
SG:99, SG:100, SG:103 
Support and resistance, 287-292, 
SG:41, SG:44, SG:55, SG:58, 
SG:96, SG:97, SG:99, SG:100, 
SG:103 

determination of, 290-292 
in DJ Transport example, 
326-327 

estimating future, 289-291 
Support areas, 142, 144, 146, 149 
Support level, 65, 139 
Sweden, 566 
Swings 

extreme, 56, 58, 193-196, 
216-218, 535, SG:66, SG:7l 
failure, 216, 218, SG:74, 

SG:75, SG:79 

Sydney All Ordinaries Index, 

572, 573 

Symmetrical breakouts, 93-95 
Symmetrical triangles, 93-95 
Systematic reconnaissance, 393 

T 

T. Rowe Price, 409, 410 
Takuri ( 5 ^ Hammers) 

Tarde, Gabriel, 511 


Tasuki {see Upside gap) 

T-bonds (seeU.S. Treasury bonds) 
Technical analysis, 1-10, SG:11 
in contrary opinion theory, 
522-524 

definition of, 2-3, 15, 19 
flow-of-funds indicators, 3 
market structure indicators, 4—5 
price movements in, 5-6 
role of, 32 

sentiment indicators, 3-4 
trend-determining techniques 
in, 7-10 

Technical influences, 54 
Techniques, trend-determining, 
1-328 

Technology sector 

in global markets, 565 
in group rotation, 359, 360 
in market lows, 534 
overowned, 575 
in 2000, 527-528 
(See also S&P Semiconductor 
Index) 

10-day A/D oscillator, 445, 446 
10-week A/D oscillator, 444—445 
10-week MA, 167, 554 
Tenacity, 594 

30-day A/D oscillator, 445-446 
30-week MA, 167 

30-year government yield, 220, 483 
Three black crows (Sanba 
Garasu), 264-265 
“Three steps and stumble!”, 477, 
530, 533, SG:147-149 
3-month commercial paper yield, 
474-475, 533, 537, 560 
3-month T-bills, SG:148 
Throwback, 142 
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Index 


Thursdays, 388 

Tides and the Affairs of Men (Edgar 
Smith), 378 

Time cycles, 364-390, SG:119-121, 
SG:123 

basics of, 366-371 
days of the week, 388-389 
decennial pattern, 378-382 
18-year cycle, 375-376 
end of the month, 387-388 
41 -month cycle, 383-385 
holiday patterns, 389 
importance of time, 364-366 
important years in, 382 
Kondratieff wave, 371-375 
9.2-year cycle, 376-377 
seasonal patterns, 383-387 
time of day, 389, 390 

Time (in technical analysis), 9-10 

Time span 

for bar price patterns, 124 
for candle charts, 258 
and Elliott wave, 598-599 
for momentum, 181, 183-185 
for moving averages, 155-158, 
160-164, 168, 170 
of moving averages, 

SG:59, SG:60, SG:63 
for point and figure charts, 285, 
SG:96, SG:97 

for relative strength indicators, 
212-216, 218, SG:74, SG:79 
for seasonal momentum, 450, 
452, 454-455 

Time-of-day patterns, 389, 390 

Tobacco sector, 361, 362, SG:116, 
SG:117 

Top down approach, 574, SG:170, 
SG:173, SG:174 


Tops 

double, 83-87, SG:32 
in point and figure 
charting, 283 
tweezer, 265-267 
tops and bottoms, 76-96 
broadening formations, 87-93 
double, 83-87 
double bottom, 85, 87 
failed H&S top, 84 
H&S reversal at bottoms, 80-82 
H&S reversal at tops, 76-79 
rounding, 102 
triple, 87 

Trading range, 544— 547 
Trading systems, SG:159-161, 

SG: 163-164 
automated, 539-563 
mechanical, 539-541 
Transitional phase, 63-64, 66, 
SG:27, SG:35 

Transportation Average ( see Dow 
Jones Transportation Average) 
Trench warfare, 65, 68 
Trend deviation (price oscillator), 
224-228, SG:76 
Trendline construction, 226 
Trend reversals {see Reversals) 
Trend-determining techniques, 
7-10, 13-328 

Trending markets, 544-546 
Trendlines, 136-153, 603, 
SG:51-55, SG:57-58 
bar vs. line charts, 138 
breaks in, 138-142, SG:51, 
SG:57 

channels of, 148-150, SG:54, 
SG:58 


Index 
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construction of, 226, SG:52, 
SG:57 

continuations signaled by 
breaks in, SG:51, SG:57 
corrective fan principle, 148 
exhaustion of, 151, 153, 

SG:54, SG:58 
extended, 141-142 
how to draw, 136-138 
identification of changing, 156 
measurement implications of, 
146-148 

for 1966-1983 S&P, 339 
on point and Figure charts, 
284-286 

reversals/consolidations 
signaled by breaks in, 

138-142 

and RSI, 218-220 
scales for, 142-145, SG:53, 
SG:58 

significance of, 145-146, SG:51, 
SG:52, SG:57, SG:58 
violations of, 137-142, 144, 146, 
148-149, 203-204, 308-311, 
326, 327, SG:52, SG:55, 
SG:57, SG:58, SG:68, SG:72 
Trends, 15-19, SG:9 
deviation from, 393 
duration of, 36, 58-60 
intermediate {see Intermediate 
trends) 
intraday, 18 

primary, 15-16, 414-416 
secular, 28-19 
short-term, 16, 17, 409-414 
and volume, 397-402 
Triangles, 93-96, SG:30 
right-angled, 94—96 
symmetrical, 93-95 


TR1N (wArms Index) 

Triple indicator system, 554-558 
advantages of diversification 
in, 558 

appraisal of, 557-558 
integration of indicators in, 
554-556 

Triple tops and bottoms, 87 
Trough war, 374 

Troughs, SG:4, SG:5, SG:7, SG:8 
{See also Bottoms; Peak-and- 
trough progression) 

Tsutsumi {see Engulfing patterns) 
Turn of the month (seeEnd-of- 
the-month patterns) 

Turning points, 524-525 
Tweezer tops and bottoms 
(Renuki), 265-267, SG:89 
Twentieth-century business 
cycle, 370 

20-year government bond 
yield, 481 

Two crows {see Upside gap two 
crows) 

Two-bar price patterns (s^Bar 
price patterns) 

Two-bar reversals, 122-125, SG:46 

u 

Umbrella lines, 259, SG:88, SG:93 
United Kingdom, 372, 383, 566 
United States: 

bonds issued by, 466-467 
41-month cycles in, 383, 384 
Kondratieff wave in, 371-375 
1995 Dollar Index, 168 
stock market in 
(1982-1990), 197 
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Unrealistic valuations, 522 
Unweighted indexes, 331, 344-346 
Upside gap (Tasuki), 270, SG:89 
Upside gap two crows (Narabi 
Kuro), 264 

Upside/downside volume, 

424-428 

Upside/downside volume line, 
424-426 

Upside/downside volume 
oscillators, 426-428 
US Bancorp, 124, 125 
Usage, 320 

U.S. government bonds, 

481, 523-524 
U.S. Treasury bills, 484 
U.S. Treasury bonds, 261, 482, 

483, 496, 497, 551-553 
Utilities, 465, SG:1 16, SG:117 
and group rotation, 

353-354, 356 
in market lows, 534 
(See also Dow Jones Utility 
Average) 

Uwa ( see Rising method) 

V 

V base patterns, 283 

V extended patterns, 283 
Validity, 512, SG:155, SG:157 
Valuations, unrealistic, 522 
Value Line Arithmetic, 344, 346, 

530, SG:1 12, SG:113 
Value Line Composite Index, 152, 
344-346 

VFCorp., 195, 196 


Volume, SG:89. SG:129— 131, 

SG: 132-1 34 
analysis of, 397-408 
breakout confirmation, SG:32 
and candle charts, 273-276, 
SG:89 

climactic, 401 

in Dow theory, 40-42, SG:17, 
SG:19 

and exhaustion, 419 
and inside bars, 118 
and key reversal bars, 125 
in market lows, 535 
in outside bars, 1 15 
and price, 74—77, 86, 88-89, 94, 
98-102, 104, SG:129-131, 
SG:133-134 
and reversals, 56-57 
saucers and rounding tops, 
SG:41, SG:43 

Volume indicators, 409-434 
Arms Index, 429-430, SG:139 
Chaikin Money Flow indicator, 
422-424, SG: 136, SG:140 
Demand Index, 420-422, 
SG:136, SG:140 
equivolume chart, 432, 433 
“on-balance volume,” 430-432 
primary trends, 414-416 
rate of change of, 409-416, 
SG:135 

and short-term trends, 409-414 
in stock market, 424—428 
upside/downside, 424—428 
volume oscillator method, 
416-420 


Index 
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w 

The Wall Street Journal 6, 37, 332, 
424, 524 
Wal-Mart, 273 
Wamaco, 132 
Waste management, 575 
Wedge patterns, 100, 101, SG:40. 
SG:43 

Weighted averages, 331 
Weighted moving averages. 

168-170, SG:59, SG:61, SG:63 
Wheat, 155 

Whipsaw pattern, 73, SG:30 
Wholesale prices, 372 
Wilder, Welles, 211, 247, 248. 
252, 255 

Wilshire 5000 Equity Index, 
333-335, SG.112, SG:113 


Windows (Ku), 270, 271, SG:90, 
SG:93 

World Index (swMSCI World 
Stock Index) 

World Stock Index, SG:118 

Y 

Years, important. 382 
Yen, 163 

Yield, bond, 465-466 

Yield and Commodity Index, 537 

Yield curve, 603 

Yield momentum, inverted, 

506, 508 

Yorikiri (see Belt hold lines) 

Yose (see Harami) 
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